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UNINSURED  BANK  PRODUCTS:  RISKY 
BUSINESS  FOR  SENIORS? 


THURSDAY,  SEPTEMBER  29,  1994 

U.S.  Senate, 
Special  Committee  on  Aging, 

Washington,  DC. 

The  Committee  met,  pursuant  to  notice,  at  9:35  a.m.  in  room 
628,  Dirksen  Senate  Office  Building,  Hon.  David  Pryor  (Chairman 
of  the  Committee)  presiding. 

Present:  Senators  Pryor,  Reid,  Feingold,  Cohen,  Bums,  and 
Riegle. 

Also  present:  Theresa  Forster,  staff  director;  Kenneth  Cohen,  in- 
vestigator; Mary  Berry  Gerwin,  minority  staff  director;  Helen  M. 
Albert,  minority  investigator;  Chip  Cannon,  legislative  fellow;  and 
Allison  LaRocca,  legislative  correspondent. 

OPENING  STATEMENT  OF  SENATOR  DAVID  PRYOR,  CHAIRMAN 

Senator  Pryor.  Good  morning,  ladies  and  gentlemen.  The  hear- 
ing will  come  to  order  at  this  time. 

We  especially  want  to  welcome  all  of  you  today.  We  want  to  wel- 
come our  guests  who  will  serve  on  our  two  panels  this  morning.  We 
have  panel  1  all  assembled  here,  ready  for  us. 

I  want  to  take  this  opportunity  to  greet  my  colleague.  Senator 
Bill  Cohen  of  Maine.  We  have  worked  very  closely  on  preparation 
of  this  hearing,  as  we  have  on  all  the  hearings  that  we  have 
chaired  during  the  course  of  the  103d  Congress.  Senator  Cohen  is 
a  delight  to  work  with.  He  is  committed  to  these  issues,  and  I  want 
to  sincerely  thank  him  at  this  time.  This  is  truly  one  of  those  non- 
partisan committees  of  the  U.S.  Senate.  If  you  questioned  whether 
such  a  committee  actually  existed,  it  does  exist  in  the  Special  Com- 
mittee on  Aging.  I  want  to  thank  Senator  Cohen. 

This  morning  we're  going  to  be  talking  about  "Uninsured  Bank 
Products:  Risky  Business  for  Seniors?,"  and  it  is  a  culmination  of 
several  months  of  investigation  by  the  Special  Committee  on  Aging 
staif.  The  results  of  our  investigation  raise  very  serious  concerns 
about  bank  sales  of  uninsured  products  to  older  Americans. 

The  information  that  has  been  collected  and  will  be  presented 
this  morning  by  the  Committee  suggests  that  some  banks  and  some 
brokerage  subsidiaries  are  using  sales  practices  which  encourage 
older  Americans  and  other  Americans  to  take  their  money  out  of 
insured  investments,  like  savings  accounts,  CD's,  and  others,  and 
put  them  in  uninsured  securities  markets,  regardless  of  the  appro- 
priateness of  such  investment  moves.  An  alarming  number  of  sen- 
iors believe  that  their  principals  are  insured,  where  in  fact  they  are 

(1) 


not.  Elderly  people  may  stand  to  lose  some,  if  not  all,  of  their  sav- 
ings on  uninsured  investments. 

We  have  obtained  from  the  FDIC  and  from  the  Securities  Ex- 
change Commission  just  a  sample  of  many  letters  they  have  re- 
ceived from  consumers.  I  may  from  time  to  time  quote  from  some 
of  these  letters  that  have  been  filed  with  the  FDIC  and  the  SEC. 

Just  yesterday  we  had  some  good  news:  Federal  banking  regu- 
lators announced  that  bank  employees  who  sell  mutual  funds  but 
are  not  registered  brokers  will  have  to  pass  the  same  test  that 
other  stock  brokers  take.  We're  going  to  ask  some  of  our  witnesses 
about  this  this  morning. 

We  also  note  that  A^ng  Committee  staff  interviewed  dozens  of 
current  and  former  brokers  of  large  multi-State  banks  and  elderly 
bank  customers  and  have  reviewed  internal  bank  documents. 
Based  on  this  study,  it  does  appear  that  the  policies  of  some  banks 
place  the  security  of  many  older  bank  customers  at  risk,  regardless 
of  the  customer's  background  or  the  income  level. 

We  are  not  bank  bashing  today,  but  we  are  raising  some  con- 
cerns about  some  questionable  sales  practices  and  the  lack  of  shar- 
ing of  real  information  or  the  facts  by  brokerage  employees  with 
the  customers.  Some  of  these  brokerage  employees,  I  should  say, 
are  in  the  bank  and  the3r're  not  actually  employees  of  the  bank.  It 
is  very  confusing  and,  we  think,  very  questionable,  indeed. 

We  also  will  be  talking  about  a  typical  situation.  We  have  a  chart 
over  here  to  our  right,  the  Committee's  right,  and  this  is  a  cus- 
tomer's CD  account  history.  This  was  forwarded  from  a  teller  to  a 
broker,  and  the  teller  wrote  in  the  printout,  "David,  see  what  you 
can  do."  This  is  what  the  teller  writes  to  the  broker.  The  broker, 
we  are  told,  then  used  this  information  to  decide  who  to  contact 
about  bu3dng  a  mutual  fund  or  another  uninsured  product.  These 
tellers  and  customer  service  representatives  that  we  will  hear  from 
today  receive  some  sort  of  a  reward  or  a  commission  or  a  bounty 
for  referring  their  customers  to  brokers. 
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In  this  case,  this  was  a  teller  who  saw  that  an  elderly  person's 
CD  had  matured  or  they  had  some  extra  money  on  hand,  and  they 
immediately  contacted  David,  who  was  the  broker,  and  said,  "This 
person  has  some  extra  money.  See  if  you  can  get  them  to  move  that 
money  into  a  certain  account,"  and  I  think  a  commission  was  paid 
to  the  teller  for  having  this  transaction  take  place. 

The  investigation,  I  think,  also  suggests  that  what  appears  to  be 
happening  is  that  some  banks  are  putting  their  needs  before  those 
of  their  customers.  In  other  words,  instead  of  deciding  what's  best 
for  the  customer,  they're  deciding  now  in  many  cases  what  is  best 
for  the  bank.  So  we  think  disclosure  has  got  to  be  forthcoming. 

Finally,  let  me  say  that  many  senior  citizens  have  relied  on  earn- 
ings from  their  savings  to  cover  day-to-day  expenses,  and  when 
they  walk  into  a  bank  or  into  a  bank  lobby  or  into  the  institutional 
setting  of  a  financial  institution  such  as  a  bank  in  their  hometown 
or  neighborhood  which  they  have  trusted  and  done  business  with 
and  they  see  that  seal  on  the  door  or  on  the  window  "Deposits  in- 
sured by  the  FDIC,"  the  potential  customer  also  believes  that  what- 
ever transaction  is  going  to  take  place  in  the  bank,  is  backed  up 
by  that  bank  and  insured  by  the  Federal  Grovemment. 

Too  often — ^too  often — when  a  customer  or  a  potential  customer 
walks  in  that  bank  looking,  for  example,  for  a  higher  rate  of  inter- 
est or  a  better  return  on  their  investment,  they  receive  very  small 
boilerplate  language.  This  language  might  indicate,  such  as  this 
brochure  to  our  right  that  the  product  is  not  backed  by  the  FDIC. 
This  particular  bank  made  a  brochure,  and  I  think  a  lot  of  banks 
do,  that  it  is  hardly  recognizable  or  readable.  It  confuses  the  fact 
that  the  mutual  funds  that  the  bank  is  trjdng  to  promote  are  not 
actually  insured  nor  guaranteed  by  the  Federal  Government.  We 
think  that  full  disclosure  should  be  had  and  should  prevail,  and 
we're  certainly  not  seeing  it  now. 


[*l1  Yes,  I'm  interested  in  making  the  most  of  my  money,  and  avoiding  the  runaround 
of  dealing  with  everyone,  everywhere.  I  understand  this  consultation  is  free  and  there's  no 
obligation  to  purchase  anything. 


Name. 


Telephone - 


Branch- 


Best  time  to  call: . 
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We're  going  to  have  some  tremendous  witnesses.  Once  again,  we 
thank  those  witnesses.  I'm  going  to  submit  my  full  statement  for 
the  record  and  at  this  time  yield  to  my  colleague  and  friend,  Sen- 
ator Cohen. 

[The  prepared  statement  of  Senator  Pryor,  along  with  Senator 
Simpson's  prepared  statement,  follows:] 

Prepared  Statement  of  Senator  David  Pryor 

Good  morning,  ladies  and  gentlemen.  I  want  to  welcome  all  of  you  here  this  morn- 
ing, and  want  to  extend  a  special  thanks  to  all  of  our  witnesses  who  are  here  today. 
I  also  want  to  recognize  the  efforts  of  my  colleague  from  Maine,  Senator  Cohen,  who 
has  had  significant  involvement  in  our  inquiries  into  this  important  issue. 

Today's  hearing  will  focus  on  bank  sales  of  uninsured  products,  such  as  mutual 
funds,  to  older  Americans.  Our  interest  in  financial  issues  as  they  impact  the  elderly 
is  not  new.  Last  year,  for  example,  the  Committee  held  a  hearing  on  fraud  in  the 
retirement  planning  industry. 

This  hearing,  entitled  "Uninsured  Bank  Products:  Risky  Business  for  Seniors?"  is 
the  culmination  of  an  investigation  conducted  by  Aging  Committee  staff.  The  results 
of  our  investigation  raise  serious  concerns  about  bank  sales  of  uninsured  products 
to  older  Americans. 

The  information  collected  by  Committee  staff  suggests  that  some  banks  and  their 
brokerage  subsidiaries  are  using  sales  practices  which  encourage  older  Americans 
to  take  their  money  out  of  insured  investments  like  savings  accounts  and  certificates 
of  deposit  and  put  it  into  the  uninsured  securities  market,  regardless  of  the  appro- 

Eriateness  of  such  investment  moves.  An  alarming  number  of  seniors  are  led  to  be- 
eve  that  tiieir  principals  are  insured,  when  in  fact,  they  are  not.  Elderly  people 
may  stand  to  lose  some,  if  not  all,  of  their  savings  on  uninsxired  investments. 

Let  me  say  that  I  am  heartened  by  the  recent  interest  in  this  area  by  federEd  reg- 
ulators. Just  yesterday,  federal  banking  regulators  announced  that  bank  employees 
who  sell  mutual  funds,  but  are  not  registered  brokers,  will  have  to  pass  the  same 
tests  that  other  stockbrokers  take. 

However,  it  seems  clear  that  additional  steps  might  need  to  be  taken.  Despite  the 
fact  that  earlier  this  year  federal  banking  regulators  established  guidelines  for  bank 
sales  of  uninsured  products,  there  are  stm  problems. 

Aging  Committee  staff  interviewed  dozens  of  current  and  former  brokers  of  large 
multi-state  banks  and  elderly  bank  customers  and  have  reviewed  internal  bank  doc- 
uments. Based  on  this  study,  it  appears  that  the  policies  of  some  banks  place  the 
security  of  many  older  bank  oistomers  at  risk,  regardless  of  the  customers'  back- 
ground or  income  level.  This  threat  comes  at  a  most  inappropriate  time  of  life,  as 
many  elderly  are  on  fixed  income  and  must  rely  on  their  savings  to  help  finance 
housing,  medication,  and  food. 

An  example  of  one  alleged  deceptive  sales  practice  is  the  sharing  of  confidential 
customer  bank  information  with  brokerage  employees,  without  the  knowledge  of  the 
customers.  Staff  have  heard  allegations  that  banks  share  information  such  as  cus- 
tomers' mortgage  applications  and  CD  account  history  printouts  with  bank  brokers. 

For  example,  this  customer's  CD  account  history,  was  forwarded  fi:x)m  a  teller  to 
a  broker.  The  teller  wrote  on  the  printout  "David,  see  what  you  can  do."  The  bro- 
kers, we  are  told,  then  use  this  information  to  decide  who  to  contact  about  buying 
a  mutual  fund  or  other  uninsured  product.  These  tellers  and  customer  service  rep- 
resentatives, we  will  hear  today,  receive  some  sort  of  reward  or  bounty  for  referring 
their  customers  to  brokers. 

Our  investigation  suggests  that  what  appears  to  be  happening  is  that  some  banks 
are  putting  their  needs  oefore  those  of  their  customers.  Instead  of  deciding  what  is 
suitable  for  the  customer,  some  bemks  are  instead  deciding  what  is  suitable  for  the 
bank. 

It  should  be  emphasized  that  the  intent  of  this  hearing  is  not  to  bash  banks.  I 
am  not  suggesting,  and  I  don't  think  that  any  of  my  colleagues  would,  that  all  banks 
actively  seek  to  convince  senior  citizens  to  invest  their  retirement  savings  in  shaky 
securities.  Nor  do  I  believe  that  banks  should  get  out  of  the  securities  business. 

However,  it  must  be  noted  that  banks  are  not  just  any  business.  Banks  are  one 
of  the  community's  most  trusted  institutions.  For  decades,  the  Government  has  as- 
sured our  Nation's  citizens  that  bank  accounts  are  perfectly  safe  holding  places  for 
money.  Some  might  argue  that  banks  are  trying  to  capitalize  on  that  tradition  of 
trust  as  they  move  into  the  uninsured-product  business. 

Historically,  many  seniors  have  relied  on  earnings  from  their  savings  to  cover 
day-to-day  expenses;  however,  relatively  low  interest  rates  on  conventional  bank 


products  are  setting  consumers  off  in  search  of  higher  rates  of  retiun.  When  it 
comes  to  uninsured  products  such  as  mutual  funds,  some  seniors  are  first-time  buy- 
ers and  are  thus  unaware  that  purchasing  uninsvu-ed  products  could  result  in  dev- 
astating financial  losses. 

Many  of  the  problems  we  will  hear  about  today  seem  to  be  related  to  seniors'  per- 
ceptions of  banks.  Many  people — seniors  included — think  that  all  investments  made 
at  their  local  bank  are  insured  by  the  Federal  Deposit  Insvirance  Corporation 
(FDIC).  While  products  such  as  savings  accounts,  checking  accounts,  and  certificates 
of  deposit  are  insured  by  tiie  FDIC,  other  products  increasingly  being  sold  by  banks 
are  not. 

At  today's  hearing,  we  will  hear  allegations  that  some  marketing  practices  further 
blur  the  distinction  between  insured  and  uninsured  products  that  are  confusingly 
similar  to  the  names  and  the  distinctive  color  schemes  used  to  market  tradition^ 
insured  bank  products.  In  addition,  some  banks  relay  the  fact  that  their  uninsured 
products  are  not  FDIC  insured  through  perfunctory,  lawyerly,  disclosures.  These 
and  other  practices  we  will  hear  about  today,  if  true,  violate  guidelines  of  federal 
banking  regulators  as  well  as  voluntary  industry  guidelines. 

The  primary  questions  that  our  hearing  wiU  try  to  answer  are: 

Are  banks  doing  enough  to  make  sure  that  seniors  understand  the  risks  associ- 
ated with  uninsured  products  and  to  ensure  that  they  are  recommending  appro- 
priate investments  based  on  an  individual's  financial  and  age  status? 

To  what  extent  are  banks  emplo3dng  sales  practices  which  steer  unsophisticated 
savers  from  insured  investments  toward  riskers  ones? 

What  role  can  the  federal  government  play  to  protect  consumers  who  buy  unin- 
sured products  in  the  bank  setting? 

I  am  hopeful  that,  through  the  testimony  of  our  witnesses  today,  we'll  get  a  clear- 
er picture  of  what  is  going  on  in  this  important  area. 

Prepared  Statement  by  Senator  Alan  K  Simpson 

I  want  to  thank  our  Committee  Chairmen  and  my  fine  old  friends.  Senator  Pryor 
and  Senator  Cohen,  for  bringing  this  important  issue  of  uninsured  bank  products 
before  the  Aging  Committee  this  morning.  This  is  an  issue  that  is  not  only  of  inter- 
est to  seniors  but  to  people  of  all  ages  who  are  looking  for  investment  opportunities. 
Unfortunately,  seniors  have  the  most  to  lose  if  they  place  their  earnings  in  invest- 
ments that  are  of  "high  risk,"  including  mutual  fiinds  and  some  types  of  Govern- 
ment bonds,  because  tiiey  are  often  the  ones  who  can  least  afford  to  lose  money  on 
a  bad  investment.  The  elderly  who  have  managed  to  put  away  some  portion  of  tiieir 
earnings  in  savings  accounts  and  certificates  of  deposit  during  their  working  years 
are  most  at  risk.  Many  of  those  seniors  are  most  likely  first-time  investors  who  are 
not  frilly  educated  about  the  high  risks  involved  in  purchasing  uninsured  bank  prod- 
ucts such  as  mutual  funds.  This  threat  of  losing  some  or  all  of  their  life  savings 
comes  at  a  time  in  life  when  seniors  must  rely  solely  on  their  savings  to  help  finance 
their  housing,  health  care  needs  including  medication,  and  food. 

I  was  sadly  surprised  to  learn  about  the  deceptive  sales  practices  that  some  banks 
have  been  accused  of  practicing  including  the  marketing  of  these  products.  It  is 
clear  why  banks  have  turned  to  these  investments.  With  interest  rates  dropping  to 
low  levels,  banks  have  had  to  develop  new  products  and  services  to  retain  and  at- 
tract customers.  Some  banks  have  also  further  blurred  the  lines  between  insured 
and  uninsured  products  in  their  marketing  practices  by  using  the  same  tj^jes  of  bro- 
chures and  materials  to  market  these  products.  In  addition,  I  understand  that  the 
fees  and  commissions  resulting  from  the  sale  of  mutual  funds  and  related  invest- 
ments are  in  many  cases  greater  than  what  banks  can  earn  from  loans.  What  an 
incentive  for  a  bank  associate  to  push  the  sale  of  investment  funds.  I  am  quite  inter- 
ested in  hearing  from  our  broker  and  customer  witnesses  to  learn  in  more  detail 
about  these  marketing  and  sales  practices  first-hand. 

Penally,  I  know  that  we  are  not  here  today  to  engage  in  a  debate  between  the 
banking  industry  and  the  securities  industry  concerning  which  entity  best  serves 
seniors  and  their  investments.  What  is  important  to  get  out  of  this  hearing  is  the 
fact  that  seniors  need  to  be  better  educated  about  their  investment  options,  espe- 
cially as  they  grow  older  and  need  ready  access  to  their  moneys.  Above  all,  it  is  im- 
portant for  us  in  the  Congress  to  examine  and  push  for  better  disclosure  require- 
ments for  these  products  within  the  banking  industry.  Banks  should  be  required  to 
make  it  clearly  known  that  mutual  funds  and  other  high  risk  investments  are  not 
insured  by  the  Federal  Grovemment.  These  tjrpes  of  disclosures  should  be  promi- 
nently displayed  in  the  bank's  promotional  materials  and  product  displays.  Bank 
employees  should  be  required  to  make  this  type  of  disclosure  orally  to  customers  to 
make  sure  that  customers  understand  that  what  they  are  purchasing  is  a  high-risk 
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investment  and  that  it  is  not  insured  by  FDIC.  A  customer  must  fully  understand 
that  if  he  loses  money  on  a  high  risk  investment,  he  will  not  be  protected  by  the 
Federal  Government. 

This  type  of  disclosure  would  go  a  long  way  toward  educating  seniors — and  in- 
deed, customers  of  all  ages  on  the  advantages  and  disadvantages  of  various  invest- 
ment options — and  would  make  people  much  more  aware  of  which  investments  in- 
volved higher  risks. 

I  again  want  to  commend  my  fine  colleagues.  Senator  Pryor  and  Senator  Cohen, 
and  ttieir  staffs  for  the  fine  work  on  this  hearing  we  pursue  today.  I  look  forward 
to  hearing  the  testimony  of  our  witnesses. 

STATEMENT  OF  SENATOR  WILLIAM  S.  COHEN 

Senator  COHEN.  Thank  you,  Mr.  Chairman,  and  let  me  thank  you 
especially  for  your  kind  remarks  about  the  working  relationship  we 
have.  It's  one  that  I  certainly  enjoy,  and  I'm  not  sure  you  find  it 
in  any  other  committee  in  the  Senate  and  perhaps  not  the  entire 
Congress  itself. 

As  you've  indicated,  this  is  not  a  hearing  designed  to  indict  the 
banking  industry.  I  think  it's  very  understandable  that  banks,  be- 
cause of  the  low  interest  rates  that  are  now  paid  on  CD's  and  sav- 
ings accounts,  are  trying  to  increase  or  maximize  their  opportuni- 
ties as  well,  and  we're  not  indicting  them  for  doing  that. 

But  there  is  also  a  good  deal  of  evidence  that  there's  great  confu- 
sion out  in  the  hinterlands.  The  average  person  is  confused  about 
exactly  what  he  or  she  is  getting  into,  and  some  banks,  according 
to  the  information  we  have,  are  exploiting  this  confusion.  They're 
preying  upon  the  confusion,  and  in  some  cases,  bank  tellers  are  al- 
legedly cold  calling  customers  whose  CD's  are  about  to  mature  or 
peddling  securities  without  full  information.  We've  had  allegations 
to  that  effect.  Or  that  bank  employees  are  giving  the  brokers  the 
names  and  bank  account  information  of  customers  who  have  made 
large  deposits  in  exchange  for  referral  fees.  Or  banks  giving  high 
commissions  and  trips  or  other  incentives  to  brokers  who  sell  the 
bank's  own  mutual  funds,  regardless  of  whether  it  is  a  suitable  in- 
vestment for  the  customer.  Or  bsinks  giving  confusing  and  mislead- 
ing information  to  customers  about  the  safety  of  the  investments 
being  sold  on  the  bank  premises,  and,  of  particular  concern  to  this 
Committee,  is  that  some  banks  aggressively  target  elderly  cus- 
tomers to  purchase  uninsured  investments  without  fully  disclosing 
the  risks  involved. 

I  might  point  out  that  there's  a  corresponding  obligation  on  the 
part  of  the  purchaser.  Senator  Pryor  and  I  have  had  other  hearings 
in  which  we  have,  time  after  time,  tried  to  alert  the  senior  citizen 
population  that  they  have  an  obligation  to  make  themselves  in- 
formed, that  they  should  be  educated  about  practices,  that  they 
should  follow  the  old  Latin  axiom  of  "caveat  emptor."  If  something 
appears  to  be  too  good  to  believe,  it  usually  is  too  good  to  believe. 
So  we  have  a  corresponding  obligation  on  the  part  of  those  who  are 
seeking  to  make  these  investments. 

But  just  as  the  consumers  have  to  take  responsibility  for  their 
investment  decisions,  banks  and  brokers  must  not  be  allowed  to 
play  hide-£ind-seek  with  their  customers  when  marketing  these  un- 
insured instruments.  Hiding  disclosure  signs  behind  potted  plants 
in  bank  lobbies,  writing  disclosures,  as  the  Chairman  has  men- 
tioned, in  microscopic  fine  print,  or  engaging  in  other  practices  that 


are  designed  to  confuse  or  even  potentially  mislead  their  customers 
simply  cannot  be  tolerated. 

There  are  just  a  couple  of  observations  I  want  to  make  before  we 
begin  the  heari'^g.  First,  we  have  to  take  steps  to  clarify  who's  re- 
sponsible for  monitoring  banks  that  market  securities  and  close 
any  regulatory  gaps  that  currently  exist  in  the  enforcement  and 
oversight  of  these  marketing  practices.  Such  gaps  currently  exist. 

Second,  as  I've  indicated,  this  is  not  the  first  time  we've  seen  al- 
legations of  misleading  or  overreaching  practices  in  the  sale  of  se- 
curities and  mutual  funds  to  senior  citizens.  Last  year  my  staff  on 
this  Committee  conducted  an  investigation  of  mutual  fund  sales- 
men who  specialized  in  peddling  high-risk,  inappropriate  mutual 
fand  investments  to  unsuspecting  senior  citizens,  and  it  appears 
that  some  banks  are  now  being  implicated  in  similar  schemes  that 
could  spell  financial  ruin  for  some  senior  customers. 

So  I  am  working  on  legislation  to  address  these  practices  that 
the  Committee's  earlier  investigation  revealed.  I  look  forward  to 
working  with  the  Chairman  and  other  members  of  the  Committee 
to  better  guard  against  what  I  would  call  fraudulent  and  abusive 

f>ractices  in  the  marketing  of  securities,  particularly  to  older  people 
iving  on  fixed  incomes. 

Again,  to  make  it  very  clear,  not  all  banks  are  doing  this,  and 
there's  responsibility  on  the  part  of  the  investor  and  the  purchaser, 
but  we  are  determined  to  see  to  it  that  banks,  or  employees  of 
banks,  who  are  engaging  in  potentially  unscrupulous  practices 
have  to  be  stopped,  and  we  will  take  whatever  measures  we  can 
to  achieve  that  end. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Senator  Cohen  follows:] 

Prepared  Statement  of  Senator  William  S.  Cohen 

Mr.  Chairman,  I  commend  you  for  holding  this  hearing  on  questionable  marketing 
practices  of  some  banks  that  sell  uninsured  investments,  such  as  mutual  funds,  an- 
nmties,  and  stocks  to  older  Americans. 

As  you  have  pointed  out,  the  committee  staff's  investigation  has  revealed  disturb- 
ing evidence  that  some  bank  employees,  at  times  with  the  blessing  of  the  banks 
themselves,  are  using  deceptive  and  misleading  sales  practices  to  market  uninsured, 
risky,  or  inappropriate  investments  to  their  customers. 

As  yields  from  savings  accounts,  certificates  of  deposit,  and  other  traditional  sav- 
ings vehicles  plummeted  due  to  record  low  interest  rates,  we  have  witnessed  a  stam- 
pede of  banks  into  the  lucrative  mutual  fund  market.  Not  surprisingly,  banks  are 
desperately  trying  to  keep  their  customers  from  pulling  money  out  of  their  institu- 
tions by  offering  aJtematives  to  CD's  or  other  insured  savings  accounts. 

While  we  should  not  close  the  door  to  banks  wanting  to  sell  securities,  we  must 
recognize  the  special  dangers  and  problems  that  this  trend  in  banking  presents — 
namely,  that  there  is  a  tremendous  potential  for  confusion  by  bank  customers  about 
the  safety  and  nature  of  the  investments  they  are  bujring.  Surveys  have  shown  that 
the  vast  majority  of  bank  customers  are  unaware  that  mutual  fiinds,  stocks,  and 
annuities  sold  at  their  banks  are  not  insured  by  the  FDIC,  or  pose  any  financial 
risk  at  all. 

Unfortunately,  the  committee's  investigation  reveals  that  some  banks  are  playing 
on  this  confusion  of  its  customers  and  steering  unsuspecting  customers  toward  risky 
investments.  The  alleged  practices  of  some  banks  are  very  troubling,  such  as: 

Bank  tellers  "cold-calling"  customers  whose  CD's  are  about  to  mature  and  ped- 
dling annuities  under  false  pretenses; 

Bank  employees  giving  to  brokers  the  names  and  bank  account  information  of  cus- 
tomers who  have  made  large  bank  deposits  in  exchange  for  referral  fees; 

Banks  giving  high  commissions,  trips,  or  other  incentives  to  brokers  who  sell  the 
bank's  own  mutual  funds,  regardless  of  whether  they  are  suitable  investments  for 
the  customer; 


10 

Banks  giving  confusing  and  misleading  information  to  customers  about  the  safety 
of  investments  being  sold  on  banks  premises; 

And,  of  particular  concern  to  this  committee: 

Some  banks  aggressively  targeting  elderly  customers  to  purchase  uninsured  in- 
vestments without  fully  disclosing  the  risks  involved. 

Mr.  Chairman,  you  and  I  have  repeatedly  stressed  in  this  committee's  series  of 
hearings  on  scams  against  the  elderly  that  senior  citizens — and  all  consumers — 
must  ask  questions  and  make  informed  decisions  when  they  are  offered  deals  that 
are  too  good  to  be  true  or  are  given  a  hard  sales  pitch. 

Just  as  consumers  must  taike  responsibility  for  their  investment  decisions,  how- 
ever, banks  and  brokers  must  not  be  allowed  to  play  "hide  the  ball"  with  their  cus- 
tomers when  marketing  uninsured  investments.  Hiding  disclosure  signs  behind  pot- 
ted plants  in  their  bank  lobbies,  writing  disclosures  in  microscopic  fine  print,  or  en- 
gaging in  otiier  practices  designed  to  confuse  or  mislead  their  customers  should  not 
be  tolerated. 

There  are  a  few  observations  I  would  make  as  we  turn  to  this  important  testi- 
mony today: 

First,  we  must  take  steps  to  clarify  who  is  responsible  for  monitoring  banks  that 
market  securities  and  close  any  regulatory  gaps  that  exist  in  the  enforcement  and 
oversight  of  marketing  practices. 

Second,  unfortunately,  this  is  not  the  first  time  we  have  seen  misleading,  over- 
reaching practices  in  the  sale  of  sec\irities  and  mutual  funds  to  senior  citizens.  Last 
year,  my  staff"  on  this  committee  conducted  an  investigation  of  mutual  fund  brokers 
who  specialized  in  peddling  high  risk,  inappropriate  mutual  fund  investments  to 
unsuspecting  senior  citizens.  It  appears  that  banks  are  now  getting  involved  in 
these  schemes  that  could  spell  financial  ruin  for  some  senior  citizens. 

I  am  now  working  on  legislation  to  address  the  practices  that  this  committee's 
earlier  investigation  revealed,  and  I  look  forward  to  continmng  to  work  with  you, 
Mr.  Chairman,  on  ways  to  better  guard  against  fradulent  and  abusive  practices  in 
the  marketing  of  securities,  particularly  to  older  Americans  living  on  fixed  incomes. 

Senator  Pryor.  Good.  Thank  you,  Senator  Cohen. 
Senator  Feingold. 

STATEMENT  OF  SENATOR  RUSSELL  D.  FEINGOLD 

Senator  Feingold.  I'd  like  to  thank  the  Chair  and  the  ranking 
member  also  for  calling  today's  Aging  Committee  hearing  to  ex- 
plore problems  seniors  face  with  uninsured  bank  products.  As  has 
consistently  been  the  case  under  the  leadership  of  this  chairman, 
this  committee  has  identified  £in  important  issue,  and  as  I've  indi- 
cated a  number  of  times,  I  chaired  the  Wisconsin  State  Senate 
Aging  Committee  for  10  years  in  the  State  senate,  and  I  also 
chaired  the  Banking  Committee  for  10  years,  so  this  is  sort  of  an 
ideal  hearing  in  terms  of  my  interest. 

I  regret  that  I  do  have  votes  in  another  committee  at  10  and 
apologize  to  the  witnesses  that  I  have  to  tend  to  that,  but  I  will 
be  reading  the  materials. 

Mr.  Chairman,  I  feel  that  this  is  a  perfect  example  of  why  this 
committee  is  needed,  and  it's  so  fortunate  that  this  committee  with- 
stood an  effort  last  year  to  potentially  eliminate  the  committee.  I 
especially  look  forward  to  hearing  the  testimony  from  the  folks 
from  Florida  who  came  all  the  way  up  here  to  tell  about  their  expe- 
riences, and  I  want  to  assure  you,  based  on  my  observations  of  the 
chairman's  efforts,  that  your  time  won't  be  wasted. 

I  also  would  mention  just  for  a  second  that  we  just  passed  a  new 
interstate  banking  bill,  which,  frankly,  I  voted  against  because  of 
some  concerns  about  the  structure  of  the  banking  industry,  and  I 
think  for  that  reason  as  well,  at  a  time  of  great  changes  in  the 
banking  industry  as  a  whole,  this  hearing  and  its  topic  are  very 
timely. 

I  thank  the  Chair. 
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Senator  Pryor.  Senator  Reid,  we're  proud  to  have  you  this  morn- 
ing and  look  forward  to  your  statement. 
Thank  you  for  your  statement,  Senator  Feingold. 

STATEMENT  OF  SENATOR  HARRY  REID 

Senator  Reid.  Thank  you  very  much,  Mr.  Chairman.  It's  interest- 
ing that  the  youngest  Member  of  the  Senate  has  been  the  strongest 
advocate  that  we've  had  in  many,  many  years  for  issues  relating 
to  seniors,  and  that's  based  upon  his  experience  in  the  Wisconsin 
Senate.  I  know  during  the  debate  on  health  care,  there  was  no  one 
that  was  more  concerned  about  long-term  care  than  Senator 
Feingold,  and  we  all  learned  a  lot  from  him  during  that  debate, 
and  next  year  when  we  move  into  health  care,  I'm  sure  that  that's 
something  that  will  still  be  on  your  mind,  and  it  will  force  us  to 
focus  on  that. 

Mr.  Chairman,  I,  as  Senator  Cohen,  subscribe  to  the  belief  that 
in  investment  decisions,  people  should  follow  what  we  learned  in 
law  school  as  "caveat  emptor" — ^buyer  beware — ^that  people  who  are 
purchasing  anything  have  certain  responsibilities  on  their  own, 
that  not  everything  that  they  do,  every  business  decision  they 
m£ike,  the  Government  will  help. 

However,  after  having  said  that,  this  hearing  raises  legitimate 
questions  as  to  whether  some  banks  are  purposely  misleading  peo- 
ple into  placing  their  savings  into  more  risky  investments  without 
properly  disclosing  these  risks.  In  fact,  Mr.  Chairman,  the  Nation's 
top  regulator,  the  Comptroller  of  the  Currency,  has  recently  criti- 
cized a  number  of  banks — and  as  Senator  Cohen  said,  not  all 
banks,  but  a  number  of  banks — for  not  properly  telling  their  cus- 
tomers about  the  risks  the  securities  that  they're  selling  have. 

This  problem  has  grown  in  recent  years  as  more  banks  have  gone 
into  the  securities  business.  Today's  hearing  presents  an  oppor- 
tunity for  some  very  well-put-together  witness  panels  to  sound  the 
alarm,  and  I  personally,  Mr.  Chairman,  plan  to  alert  my  constitu- 
ents in  Nevada  that  seniors  should  be  aware  and  beware  of  prod- 
ucts being  pushed  by  their  friendly  local  banker. 

This  is  a  new  problem,  because  until  recent  years  there  was 
something  we  called  the  Glass-Steagall  Act  that  prohibited  banks 
from  owning  brokerage,  prevented  the  sales  of  securities  by  banks, 
and  other  such  things,  and  the  reason  for  that  was  very  simple. 
Was  it  right  to  come  into  a  bank  and  ask  for  a  loan  £ind  the  bank 
says,  "Yes,  we'll  be  happy  to  loan  you  the  money,  but  how  would 
you  like  to  invest  in  some  of  our  securities?"  and  there  could  be  an 
implied  threat  that  if  you  didn't  do  it  this  time,  you  might  not  get 
the  loan  or  might  not  get  the  loan  next  time?  That's  why  we  had 
the  Glass-Steagall  Act.  But  these  regulations  have  loosened,  and 
banks  have  recently  been  rushing  to  sell  securities. 

This  hearing  is  not  designed  to  question  this  new  reality.  That's 
here,  and  this  Committee  is  not  going  to  change  that.  Our  concern 
is  that  deceptive  sale  practices  need  to  be  stopped.  The  reason  this 
committee  is  concerned  with  the  particular  behavior  of  banks  is 
that  they  parade  under  the  banner  of  "FDIC  insured"  that  hangs 
on  the  front  door  of  every  bank  in  America,  leading  to  a  false  sense 
of  security  among  customers  that  every  dollar  placed  there  is  pro- 
tected by  the  Federal  Government.  In  fact,  they  have  the  little  ones 
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that  you've  seen  on  some  desks  when  you're  talking  to  one  of  the 
bank  officers  that  says  "FDIC  insured,"  but  it  just  doesn't  say  what 
is  insured. 

I  think  that  I  would  suggest,  Mr.  Chairman,  that  the  very  least 
that  we  could  recommend  is  that  banks  that  sell  securities  should 
also  have  a  sign  that  says  words  to  the  effect  of  "not  everything  we 
do  is  FDIC  insured"  rather  than  have  a  sign  that  says  "FDIC  in- 
sured" and  it's  only  part  of  what  they  do. 

When  seniors  talk  with  their  local  banker  about  investment  op- 
portunities, they  may  not  realize  that  they  may  be  talking  to  a 
broker  hired  by  the  bank — not  working  for  the  bank,  but  hired  by 
the  bank — ^to  steer  customers  into  buying  their  o\ni  line  of  mutual 
funds  or  other  securities.  We'll  hear  testimony  today  about  a  sur- 
vey that  found  many  institutions  are  failing  to  disclose  fees  to  cus- 
tomers or  to  tell  them  that  securities,  unlike  deposits,  are  not  in- 
sured by  the  Federal  Government.  We'll  also  hear  today  that  even 
sophisticated  bank  customers  can  be  mislead.  The  bank  is  seen  by 
many  as  a  protector  of  money,  not  a  place  to  invest. 

Mr.  Chairman,  as  I  was  looking  through  some  of  your  notes  here, 
letters  that  have  been  prepared  by  staff,  it  reminds  me  of  a  time 
that  my  wife  was  in  an  accident,  and  for  each  of  the  kids  who  were 
in  the  accident  with  her,  we  put  up  a  little  bit  of  money  that  came 
from  the  settlement  of  the  lawsuit.  Well,  I  couldn't  figure  out  why 
they  were  losing  money,  and  it  was  because  of  one  of  these  deals, 
that  it  was  put  in  Fannie  Mae  or  something  like  that  because  in- 
terest rates,  they  thought,  would  be  higher,  but  they  lost  money 
rather  than  made  money.  So  relatively  sophisticated  people  can  be 
mislead.  Banks  should  tell  every  potential  investor  that  the  securi- 
ties are  not  insured.  If  necessary,  as  I  indicated,  we  should  change 
the  signage. 

Today's  hearing  is  designed  to  make  sure  that  the  caveat  emptor 
principle  works  in  practice — that  is,  buyers  beware,  but  they  can 
only  be  aware  of  what  they  understand.  If  customers  are  properly 
advised  about  the  risks  involved,  they're  more  likely  to  make  prop- 
er decisions  that  will  ensure  the^re  security  during  retirement 
years. 

Thank  you,  Mr.  Chairman. 

Senator  Pryor.  Thank  you.  Senator  Reid.  We  appreciate  your 
participation  this  morning. 

I  know  that  there  are  a  lot  of  committees  going  on.  We're  trying 
to  wind  down  this  session  of  Congress,  and  people  will  be  coming 
and  going,  and  we  hope  that  you  will  accept  our  apology  for  some- 
times the  confusion.  I  don't  think  that  there  are  going  to  be  any 
votes  this  morning,  but  there  could  well  be.  But  if  there  are,  we 
will  leave  and  go  and  vote  and  come  back  momentarily. 

First  panel  this  morning.  The  first  two  witnesses  will  be  Leilani 
DeMint  and  Mr.  Max  Wells.  They  are  bank  customers  who  recently 
purchased  uninsured  products  from  their  bank.  Ms.  DeMint  is  a 
53-year-old  mother  from  Florida.  We  welcome  her  son,  Edward, 
who  is  with  her  today.  She  works  for  the  State  of  Florida.  Mr. 
Wells  is  a  66-year-old  retired  Federal  employee  who  is  also  a  resi- 
dent of  the  State  of  Florida. 

The  second  two  witnesses  in  our  first  panel  are  Catherine  Hovis 
and  Laura  Park.  Ms.  Hovis  and  Ms.  Ps^rk  are  brokers  who  recently 
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worked  in  a  bank  setting.  Ms.  Park  is  a  resident  of  Florida.  She 
has  worked  as  a  broker  in  several  different  banks  since  1981,  and 
she  is  a  certified  financial  planner  and  a  chartered  financial  ana- 
lyst. Ms.  Hovis  is  a  single  mother  who  resides  in  Tampa,  FL.  She 
spent  almost  5  years  working  for  banks  and  bank  brokerages,  and 
she  currently  works  in  the  securities  field  in  brokerage. 

Let  me  also  state  this:  Because  of  several  lawsuits  that  are  pend- 
ing or  may  be  pending,  and  because  of  several  arbitration  disputes 
which  are  in  existence  today,  we  have  asked  our  witnesses  to  with- 
hold the  names  of  the  banks  and  the  financial  institutions  that  are 
involved.  We  think  that  that  is  just  good  sense.  These  individuals 
have  been  very  courageous  to  come  here  this  morning.  They  have 
been  selected  out  of  a  large  number  of  people  to  testify  because  we 
think  that  their  stories  are  in  fact  representative  of  other  bank  cus- 
tomers throughout  our  country  and  also  brokers  that  our  staff  has 
interviewed  over  the  course  of  the  Committee's  investigation. 

So  without  further  ado,  we  will  ask  our  panel  to  begin.  We  would 
encourage  our  panel  to  basically  limit  your  comments  to  5  to  7  min- 
utes, if  possible.  Your  full  statement  will  be  placed  in  the  record. 
You  may  read  it,  or  you  may  summarize  your  statement,  or  you 
may  just  want  to  speak  at  random. 

Ms.  DeMint,  we  would  ask  you  to  go  first.  If  you  would  just  state 
your  story,  please,  to  the  Committee. 

STATEMENT  OF  LEILANI  J.  DeMINT,  INVESTOR, 
ST.  PETERSBURG,  FL 

Ms.  DeMint.  Yes,  sir.  In  the  spring  of  1993,  I  had  a  CD  come 
due  at  a  local  bank  in  the  amount  of  $57,000.  I  had  checked  other 
bank  rates.  The  bank  that  was  holding  my  CD  told  me  that  they 
could  offer  me  Grovemment  bonds  paying  6  to  7  percent.  A  male 
representative  called  me  back,  I  made  an  appointment,  I  went 
down  to  the  bank  itself  that  I  had  been  dealing  with.  His  office  was 
located  in  the  lobby. 

I  sat  there  and  talked  to  him,  and  he  told  me  that  these  bonds 
could  fluctuate  as  far  as  the  interest,  that  it  would  range  between 
6  and  7  percent,  but  the  interest  rate  would  never  go  below  5  per- 
cent. He  said  it  would  be  comparable  to  a  CD,  that  I  would  be 
locked  in  for  5  years  and  it  would  mature  in  5  years,  and  that  if 
I  did  withdraw  my  money,  there  would  be  a  penalty  for  early  with- 
drawal. 

He  represented  himself  as  a  bank  employee  verbally,  visusdly, 
and  he  handed  me  his  card  with  the  bank's  name  on  it  and  his 
name  on  it.  I  gave  him — well,  the  customer  service  representative 
that  worked  for  the  bank,  and  I  know  she  did  work  for  the  bank, 
because  she  dealt  with  my  checking  account  and  different  things 
before — she  took  care  of  getting  the  money,  the  $57,000.  I  went 
ahead  and  gave  him  a  check  for  $3,000,  because  he  said  it  should 
be  in  even  increments,  that  I  could  add  to  this  in  $10,000  incre- 
ments. So  I  did.  I  told  him  that  I  wanted  the  bonds,  I  did  not  want 
some  computer  readout.  He  said  that  would  be  fine,  no  problem. 

I  received  a  receipt  from  him.  It  was  a  piece  of  paper  like  you 
get  for  a  CD,  and  it  had  the  bank's  name  on  it.  I  had  no  idea  that 
I  was  dealing  with  anything  other  than  the  bank  itself.  I  thought 
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I  was  buying  some  type  of  bonds,  Federal  Government  bonds,  like 
savings  bonds  is  what  I  was  under  the  impression  I  was  bu3dng. 

A  month  later  I  took  another  $10,000  down  there.  I  did  not  see 
the  male  representative  at  that  time.  The  female,  the  young  lady 
that  worked  for  the  bank  itself,  took  care  of  the  whole  transaction. 

It  was  severgd  months  later  and  I  hadn't  received  my  bonds.  I 
was  waiting  for  them.  I  called,  and  they  said  I  should  be  hearing 
something  pretty  soon.  This  was  in  the  fall.  And  I  did.  I  received 
a  piece  of  paper  from  a  company.  For  my  $60,000  over  to  the  right, 
it  said  the  account  was  $61,000.  Over  to  the  left,  it  was  that  I  had 
earned  over  $2,000  interest.  So  I  called  this  company,  thinking  it 
was  a  mathematical  error.  Well,  there  was  no  mathematical  error. 
The  other  $10,000  was  not  even  put  in  with  this  company.  It  was 
put  with  another  company  which  I  knew  nothing  about.  They  told 
me  I  was  lucky  I  had  not  lost  any  of  my  principal. 

I  am  not  going  to  sit  here  and  tell  you  how  I  felt  emotionally. 
This  was  one  old  lady  that  was  pulling  her  hair  out  and  crjdng  big 
time.  It  was  terrible.  The  money  that  we're  talking  about,  sir,  is 
money  that  my  mother  left  me.  My  mother  was  killed  by  a  drunk 
driver  4  years  ago.  This  was  not  lawsuit  money.  This  was  money 
that  my  mother  scrimped  and  saved.  My  son  Edward  is  autistic, 
and  this  money  was  to  be  held  for  his  future  to  provide  a  little  se- 
curity for  him.  I  know  it's  not  much,  but  it  was  all  we  had. 

Anyway,  the  $70,000 — I  ended  up  withdrawing  all  of  the  money 
in  1994,  and  I  put  it  in  a  bank  in  Tampa,  in  a  CD.  They  signed 
it  in  blood,  believe  me.  It's  in  a  real  CD. 

I  don't  know  what  else  to  tell  you  at  this  point.  I  have  been  com- 
pletely, completely,  deceived.  I  really  totally  believed  I  was  dealing 
with  a  bank,  the  bank  was  taking  care  of  buying  these  bonds.  And 
6  to  7  percent  was  not  something — if  they  would  have  offered  me 
14,  15  percent,  I  would  have  been  skeptical.  I  would  have  said,  you 
know,  "This  is  a  large  amount  of  money  right  now  to  be  pa3dng," 
but  6  to  7  percent  did  not  seem  something  that  was  so  out  of  the 
question.  CD's  were  paying  4  and  5  percent  at  the  time.  So  I  went 
ahead  and  went  with  it.  I  was  certain  I  was  buying  Grovemment 
bonds.  Needless  to  say,  I  did  not  have  Grovernment  bonds.  I  had 
some  kind  of  mutual  funds. 

[The  prepared  statement  of  Ms.  DeMint  follows:] 
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TESTIMONY  OF  LEIIANI  J.  DeMINT 

SENATE  SPECIAL  COMMITTEE  ON  AGIKG 

"Uninsured  Bank  Products;   Risky  Business  for  Seniors?" 

September  29,  1994 

I  want  to  thank  Senator  Pryor  and  Senator  Cohen  for  inviting 
me  to  be  here  today.  I  appreciate  the  interest  which  the  Senate 
Committee  has  taken  in  this  problem.  I  know  that  this  is  a  matter 
of  great  concern  to  Senator  Pryor  and  to  Senator  Cohen. 

My  name  is  Leilani  Jaskinski  DeMint  and  I  am  a  53  year  old, 
single  mother,  from  St.  Petersburg,  Florida.  I  work  for  the  State 
of  Florida  in  the  operation  of  toll  booths  in  the  Tampa  area.  I 
live  in  St.  Petersburg  with  my  28  year  old  autistic  son,  Edward 
Ringwald,  of  whom  I  am  very  proud.  We  are  not  rich  by  anyone's 
standards,  but  we  make  enough  to  get  by.  The  money  we  have  managed 
to  accumulate  is  extremely  important  to  me  and  to  my  son's  future 
security.  My  major  concern  is  that  there  will  be  enough  money  to 
take  care  of  my  son  when  I  am  no  longer  able  to  do  so. 

My  son  and  I  moved  in  with  my  mother  in  1973  and  we  lived  with 
her  until  she  was  killed  by  a  drunk  driver  in  1990.  During  these 
years,  my  mother  and  I  were  able  to  scrimp  and  save  with  the 
thought  that  we  were  sacrificing  so  that  my  son  would  have  some 
money  for  his  future  needs.  We  had  always  kept  our  money  in  the 
bank  and  I  had  never  used  a  brokerage  for  any  purpose.  Frankly,  I 
do  not  understand  what  goes  on  at  a  brokerage  and  I  do  not 
understand  the  kinds  of  things  they  sell.  I  have  never  been 
willing  to  take  a  risk  with  what  little  money  I  had  and  that's  why 
I  always  put  it  in  the  bank.  When  my  mother  died  in  1990,  we  had 
accumulated  what  was,  for  us,  a  lot  of  money.  I  placed  this  money 
in  Certificates  of  Deposit  in  several  different  banks  and  credit 
union  in  an  attempt  to  get  good  interest  rates.  I  chose  to  put  my 
money  in  Certificates  of  Deposit  because  I  wanted  my  money  to  be 
safe  and  in  the  bank.  I  did  not  want  to  take  any  chances  with  this 
money . 

In  the  Spring  of  1993,  one  of  my  CDs  matured  at  the  Bank.  I 
called  all  the  different  banks  in  the  area  to  find  the  best  rates 
of  interest  on  Certificates  of  Deposit.  When  I  contacted  the  Bank 
which  currently  held  my  CD,  they  informed  me  that  they  would  have 
a  better  deal  for  me  and  would  be  back  in  touch.  A  man  called  me 
from  the  Bank  and  told  me  that  he  could  get  a  higher  interest  rate 
then  I  had  been  quoted  by  other  banks  and,  after  he  called  me 
several  more  times,  I  agreed  to  come  to  the  Bank  and  talk  to  him. 
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I  went  down  to  the  Bank  and  I  met  with  the  Customer  Service 
Representative  to  discuss  my  CD.  She  then  introduced  me  to  the  man 
I  had  spoken  with  on  the  phone  and  he  gave  me  a  card  with  the 
Bank's  name  on  it.  We  talked  for  a  short  period  of  time,  and  he 
told  me  that  they  could  get  me  a  higher  rate  of  interest  by  having 
the  Bank  purchase  government  bonds  for  me.  He  said  that  the 
interest  I  would  receive  might  fluctuate  but  that  my  principal 
would  not  be  in  danger.  I  told  him  that,  if  my  money  was  safe,  I 
would  buy  the  government  bonds. 

I  trusted  the  Bank  and  I  signed  the  papers  he  asked  me  to 
sign.  The  CD  that  came  due  was  for  $57,000.00  and  I  wrote  a  check 
for  $3,000.00  to  the  Bank  to  make  it  an  even  $60,000.00.  He  gave 
me  a  receipt  with  the  Bank's  name  on  it  and  that  was  all.  Again, 
I  was  not  suspicious  because  I  trusted  the  Bank  and  I  was  in  the 
Bank. 

At  this  time,  I  was  also  told  that  I  was  welcome  to  invest 
additional  money  in  this  account.  In  fact,  approximately  one  month 
later,  I  withdrew  another  $10,000.00  from  a  credit  union.  I 
figured  that  I  was  better  off  with  the  higher  rate  of  interest  the 
Bank  had  promised.  I  took  this  additional  $10,000.00  into  the  Bank 
and  gave  it  to  the  Customer  Service  Representative.  She  took  my 
check  and  gave  me  a  receipt. 

I  did  not  receive  anything  else  for  several  months,  but  I  was 
not  worried  because  I  trusted  the  Bank.  When  I  had  deposited  my 
original  $57,000.00  in  a  CD  with  the  Bank,  the  only  paperwork  I 
received  was  a  receipt.  I  didn't  have  any  idea  that  anything  was 
wrong.  Finally,  in  the  Fall  of  1993,  I  called  the  Bank  because  I 
hadn't  heard  anything  and  had  not  received  anything  else.  I  told 
the  Bank  that  I  wanted  to  receive  the  actual  bonds  that  were 
purchased  so  that  I  could  put  them  in  my  safe  deposit  box.  I 
thought  I  bought  savings  bonds.  Again,  I  was  assured  that 
everything  was  all  right. 

Well,  to  make  a  long  story  short,  everything  was  not  all 
right.  After  my  call  to  the  Bank  in  the  Fall  of  1993,  I  received 
a  statement  from  a  company  I  had  never  head  of.  I  did  not 
recognize  the  ncime.  They  said  that  they  had  ray  money.  Since  the 
Spring,  I  had  earned  about  $2,000.00  of  interest,  they  said.  But, 
the  statement  said  that  the  value  of  my  account  was  around 
$61,000.00.  I  did  not  understand  how  I  could  have  earned  about 
$2,000.00  in  interest  on  $60,000.00  and  have  an  account  balance  of 
$61,000.00.  I  called  this  company  and  they  explained  to  me  that  I 
was  lucky  I  had  not  lost  more  of  my  principal.  At  that  time,  I 
beccune  extremely  upset  and  concerned. 
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The  people  at  this  company  did  their  best  to  explain  to  me 
what  I  had  purchased  but,  to  this  day,  I  still  do  not  understand 
it.  They  told  me  that  my  money  had  been  placed  into  a  mutual  fund 
and  I  told  them  that  this  was  not  what  I  had  wanted  or  had  asked 
for.  I  was  extremely  frightened  by  their  comment  that  I  could  have 
lost  my  money  and  I  then  contacted  the  Bank  in  an  attempt  to  get 
this  mess  straightened  out. 

I  did  not  receive  a  favorable  response  from  the  Bank.  They 
were  not  concerned  about  my  complaints  and  told  me  that  if  I  wanted 
to  get  out  of  this  mutual  fund,  I  would  have  to  pay  a  penalty. 
When  I  had  agreed  to  give  my  $60,000.00  to  the  Bank,  I  was  told 
that  there  was  a  "penalty  for  early  withdrawal"  (like  a  CD) .  I  was 
told  that  I  would  have  to  leave  the  money  in  the  account  for  at 
least  five  years.  My  CD  had  a  penalty  for  taking  out  the  money 
early  so  this  did  not  concern  me.  At  any  rate,  I  asked  the  Bank  to 
give  me  back  my  money  so  that  I  could  put  it  into  CDs  where  my 
principal  would  not  be  at  risk.  The  Bank  refused  and  told  me  that 
if  I  wanted  to  sell  the  mutual  fund,  I  would  have  to  pay  the 
penalty  and  then  I  could  do  whatever  I  wanted  with  the  money.  The 
Bank  told  me  it  was  my  problem,  not  theirs. 

Around  this  time,  I  had  also  found  out  that  the  additional 
$10,000.00  I  had  given  the  Bank  had  been  invested  in  another  mutual 
fund  which  I  also  had  to  pay  a  penalty  to  get  out  of.  This  was 
never  discussed  with  me  and  I  was  very  angry  about  this  as  well. 

Again,  I  went  to  the  Bank  and  pleaded  with  them  to  fix  this 
mess.  I  could  not  believe  that  the  Bank  would  not  help  me  with 
this  as  I  trusted  them  due  to  our  long  relationship.  I  had  been  to 
the  Bank  numerous  times  and  I  had  a  checking  account,  a  savings 
account  and  even  a  VISA  card  with  the  Bank.  I  trusted  them  but 
they  deceived  me. 

When  the  Bank  refused  to  give  me  back  my  money,  I  wrote  to  the 
President  of  the  Bank  and  to  the  Office  of  the  Comptroller  of  the 
Currency.  I  was  told  that  the  Comptroller  would  "look  into  it"  but 
nothing  was  ever  done.  The  President  of  the  Bank  did  not  even  have 
the  courtesy  to  respond  to  my  letter.  I  did  not  understand  what 
was  going  on  and  I  could  not  get  anyone,  including  the  Bank,  to 
help  me.  All  I  could  see  was  that  the  value  of  my  account  was 
continuing  to  go  down  each  month  that  I  received  a  statement. 
Finally,  when  I  could  not  get  any  help  from  anybody  and  realized 
that  I  was  going  to  continue  to  lose  the  money  my  mother  and  I 
worked  so  hard  to  save,  I  sold  the  mutual  funds  and  paid  the 
penalties  to  get  out.   I  immediately  took  the  money  to  another 
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bank,  and  after  confirming  that  they  had  no  dealings  with  the  Bank 
I  had  just  left,  I  deposited  the  money  into  a  Certificate  of 
Deposit.   That's  where  my  money  is  today. 

Unfortunately,  there  is  a  lot  less  money  than  there  used  to 
be.  During  this  time,  I  lost  10%  of  the  money  we  had  worked  and 
sacrificed  to  save  and  I  had  to  pay  taxes  on  the  money  they  claim 
that  I  made  in  interest  during  this  time.  I  couldn't  understand 
why  I  had  to  pay  taxes  on  money  I  had  lost.  Again,  I  still  do  not 
understand  what  has  happened  to  me  and  I  remain  extremely  wary  of 
brokerages  and  places  like  that.  And  now,  places  like  that  include 
the  Bank.  I  would  never  have  guessed  that  they  would  treat  me  this 
way.  1  knew  them  and  trusted  them  and  they  knew  me.  I  told  them 
about  my  son  and  his  special  needs  and  they  knew  that  I  could  not, 
and  did  not  want  to,  risk  losing  any  of  this  money.  I  told  them 
over  and  over  that  I  did  not  want  any  risk.  They  simply  didn't 
listen  to  me  and  they  didn't  care  about  me.  The  man  who  called 
from  the  Bank  never  told  me  he  was  a  broker.  If  he  had,  I  would 
not  have  talked  to  him  any  further.  I  thought  I  was  dealing  with 
the  Bank  and  that's  what  they  wanted  me  to  think. 

The  Bank  should  not  be  allowed  to  do  this.  People  like  me 
with  special  circumstances  and  people  in  their  retirement  years  do 
not  want,  and  cannot  afford  to,  take  chances  with  their  money.  Its 
all  we  have. 
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Senator  Pryor.  We're  going  to  have  some  questions  momentarily, 
Ms.  DeMint,  to  ask  you  about  this,  and  we  will  let  you  expand  on 
your  statement  momentarily.  A  very  good  statement,  and  we  thank 
you. 

Now  we're  going  to  call  on  Mr.  Max  Wells,  also  another  investor. 

STATEMENT  OF  MAX  L.  WELLS,  INVESTOR,  ST.  PETERSBURG, 

FLORroA 

Mr.  Wells.  Yes,  sir.  I  had  a  thrift  savings  that  generated  from 
when  I  was  working  as  a  policeman  at  the  VA  in  Bay  Pines,  FL, 
and  this  money  was  accumulated  by  taking  so  much  away  from 
your  earnings  each  payday.  Mine  got  to  be  $5,400  approximately, 
not  a  lot  of  money. 

But,  anyway,  I  was  at  this  bank  talking  to  a  bank  teller  who  is 
a  friend  enough  that  we  were  on  a  first-name  basis,  and  I  was  tell- 
ing her — I  was  checking  on  a  CD  that  was  going  to  mature,  but  in 
the  course  of  the  conversation,  I  was  telling  her  I'm  turning  65,  I 
have  $5,000  I  have  to  take  out  of  a  thrift  savings,  and  I  wanted 
to  get  a  CD,  and  she  said,  '*Well,  the  bank  has  an  account  that 
pays  you  5  percent  guaranteed  if  you  put  your  money  in  for  5 
years.  The  only  penalty  would  be  if  you  withdrew  your  money,  then 
you  would  be  penalized  5  percent."  So  I  told  her,  "Great!  Five  per- 
cent for  5  years,  no  problem." 

I  couldn't  get  the  money  out  myself,  personally.  I  had  to  sign  a 
statement  or  something  for  the  bank  to  get  the  money.  She  told  me 
to  talk  to  a  gentleman  that  was  sitting  at  a  desk  that  I  had  con- 
ducted bank  business  with  before,  so  I  felt  no  problem  with  it.  I 
went  over  and  told  the  gentleman  the  same  story  I  told  her,  and 
he  got  out  a  form,  which  I  signed,  and  I  left  the  bank  with  just  a 
receipt  of  this  form  that  I  signed.  The  form  was  just  to  get  the 
money  out  of  the  fund  into  the  bank.  I  never  saw  the  money  my- 
self. 

So  after  the  money  was  released,  I  got  a  statement  from  the 
thrift  savings  sending  me  a  copy  of  the  check,  and  the  check  was 
made  out  to  the  clerk  that  I  had  talked  to.  Then,  a  couple  of 
months  later,  I  got  a  prospectus  telling  me  that  I  was  into  Grovem- 
ment  securities.  So  I  merely  went  down  to  the  bank  and  asked 
about  this,  but  the  gentleman  that  I  dealt  with  wasn't  there,  and 
the  lady  was  on  maternity  leave,  so  I  couldn't  see  anyone  that  I 
had  dealt  with.  The  clerks  I  talked  with  told  me,  "There's  nothing 
we  can  do  for  you.  You  have  to  talk  to  the  gentleman."  So  I  left, 
and  probably  about  a  month  later  I  went  back.  Same  thing  again. 

Finally,  the  lady  came  back,  and  I  saw  her,  and  I  talked  with 
her.  She  told  me  I  would  have  to  talk  to  another  gentleman,  be- 
cause the  gentleman  that  I  had  dealt  with  was  no  longer  with  the 
bank.  This  gentleman  told  me,  "Well,  yes,  your  money  has  been  put 
in  an  account  that  if  you  withdraw  this  money  now,  it's  going  to 
cost  you  5  percent,"  but  he  couldn't  explain  to  me  why  I  was  losing 
money.  I  think  my  money  had  gone  down  approximately  $500  or 
something,  and  I'm  just  happy  really  because  it  wasn't  a  lot  of 
money.  It  wasn't  all  the  money  I  had. 

So,  an3rway,  I  said,  OK,  I  would  just  take  the  loss.  Now,  I  was 
willing  to  accept  this  loss  because  I  was  too  small  to  fight  the  big 
bank.  Fortunately  for  me,  I  was  reading  the  paper,  and  I  read  the 
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story  about  Ms.  DeMint.  So  the  only  thing  I  could  do  was  say 
maybe  I  could  be  of  service  to  her,  so  I  called  and  agreed  to  be  a 
witness  for  her  because  of  the  same  thing  that  happened  to  me.  I 
explained  my  story,  the  same  identical  thing  that  happened  to  me 
by  the  same  bsink,  by  the  same  gentleman  that  took  my  money. 

So  basically  that  is  the  reason  why  I  am  here  and  got  involved 
with  this  thing,  because  I  just  felt  I  had  lost  my  money,  just  being 
small. 

[The  prepared  statement  of  Mr.  Wells  follows:] 
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TESTIMONY  OF  MAX  L.  WELLS 

SENATE  SPECIAL  COMMITTEE  ON  AGING 

"Uninsured  Bank  Products;   Risky  Business  for  Seniors?" 

September  29,  1994 

Before  beginning  my  testimony,  I  want  to  thank  Senator  Pryor, 
the  Chairman  of  the  Committee.  I  understand  that  Senator  Pryor  has 
taken  a  lead  in  protecting  the  rights  of  the  elderly,  the  retired, 
and  the  consumers.  I  also  understand  Senator  Cohen  and  his  staff 
have  been  very  concerned  about  the  problem  with  bank  securities. 
I  appreciate  the  fine  work  of  both  Senator  Pryor  and  Senator  Cohen 
in  bringing  this  issue  to  the  public's  attention. 

My  name  is  Max  L.  Wells  and  I  eim  a  66  year  old  retired  Federal 
employee.  I  am  a  native  of  Florida  and,  after  serving  in  the 
military,  I  served  as  a  police  officer  at  a  Veterans  facility  in 
Bay  Pines,  Florida,  until  my  retirement.  My  wife  and  I  currently 
reside  in  St.  Petersburg,  Florida. 

I  had  a  good  relationship  with  the  Bank  until  I  began  looking 
for  a  place  to  invest  my  thrift  savings  account.  While  I  was  a 
Federal  employee,  I  was  allowed  to  put  in  a  small  percentage  of  my 
earnings  and  the  government  paid  interest  on  that.  I  was  able  to 
accumulate  around  $5,400.00  in  this  thrift  savings  account.  That 
was  only  part  of  my  savings,  but  I  could  not  afford  to  lose  any 
money  at  my  age. 

I  went  into  the  Bank  to  talk  with  them  about  bringing  my 
thrift  savings  plan  into  the  Bank.  I  had  other  accounts  with  the 
Bank.  I  had  a  good  relationship  with  the  people  there.  When  I 
entered  the  Bank  lobby,  I  was  met  by  the  Customer  Service 
Representative  I  had  dealt  with  many  times  before.  In  fact,  I 
considered  her  to  be  more  than  just  a  Bank  employee;  I  considered 
her  to  be  a  friend.  When  I  told  her  about  this  money,  she  told  me 
that  the  Bank  had  a  better  deal  and  that  they  could  get  me  5% 
interest  as  long  as  I  kept  the  money  in  the  account  for  five  years. 
They  told  me  that  if  I  took  my  money  out  early,  there  would  be  a 
"penalty".  I  had  bought  Certificates  of  Deposit  before,  so  this 
did  not  alarm  me.  My  only  desire  was  that  my  money  be  safe  and 
that  I  earned  the  best  interest  I  could. 
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The  Bank's  Customer  Service  Representative  introduced  me  to  a 
man  in  the  Bank  lobby;  he  was  at  his  desk  also  in  the  lobby.  I 
spoke  with  him  and  signed  the  papers  he  asked.  The  Bank  then  began 
the  process  of  transferring  my  thrift  savings  plan  from  the 
government  where  it  was  held.  This  transaction  took  place  at  a 
desk  where  I  had  previously  done  business  with  the  Bank  and  I  had 
dealt  with  other  clerks  sitting  at  the  seune  desk.  Therefore,  I 
believed  him  to  be  a  Bank  employee.  He  never  told  me  any 
different.  If  he  had  told  me  that  he  was  a  broker,  I  would  not 
have  dealt  with  him  at  all.  I  know  what  a  broker  is.  I  had  lost 
money  with  brokerages  in  the  past.  I  did  not  want  a  broker  or 
brokerage.  I  was  not  interested  in  risking  my  money.  I  told  both 
of  the  Bank  people  that  I  wanted  to  make  sure  that  my  money  was 
safe.   At  this  time  in  my  life,  I  was  not  interested  in  any  risk. 

I  left  the  Bank  on  that  day  believing  that  I  had  placed  my 
money  in  the  Bank  and  that  I  would  earn  a  steady  rate  of  interest 
until  the  five  years  was  up.  No  one  ever  told  me  that  they  were 
purchasing  a  mutual  fund  for  me.  I  know  what  mutual  funds  are.  If 
anyone  had  said  the  words  "mutual  fund" ,  I  would  not  have  signed 
the  papers  or  bought  anything.  When  I  received  notification 
several  months  later  that  I  had  purchased  a  mutual  fund,  I 
immediately  contacted  the  Bank  and  went  down  to  talk  about  it. 

I  had  heard  of  the  name  of  this  mutual  fund  company  but  I  had 
never  seen  any  information  on  this  fund  until  I  received  it  in  the 
nail  after  the  Bank  took  my  money.  I  did  my  best  to  read  and 
understand  the  materials  which  came  to  my  home  and  I  wanted  to 
discuss  with  the  Bank  the  fact  that  it  seemed  that  I  had  a  chance 
of  losing  my  money.  I  told  them  that  this  was  not  what  I  had 
wanted  and  not  what  I  had  asked  for  and  I  asked  to  see  the  man  who 
sold  me  this.  The  people  at  the  Bank  told  me  that  there  was 
nothing  the  Bank  could  do.  But  I  never  again  saw  the  man  who  sold 
me  this  in  the  Bank  lobby.  When  I  went  back  another  time  to  look 
for  him,  he  was  gone.  I  was  told  that  he  had  left  the  Bank.  I  met 
with  the  Customer  Service  Representative  again  and  she  met  with  me 
along  with  another  gentleman  which,  to  my  understanding,  had  taken 
the  place  of  the  first  one.  I  now  know  that  these  men  were 
stockbrokers  although  this  was  never  disclosed  to  me  at  the  time  of 
my  investment  or  during  my  complaints. 

I  again  told  the  Bank  that  I  was  not  interested  in  a  mutual 
fund  and  I  wanted  my  money  back.  I  told  them  that  I  could  not 
afford  to  risk  my  principal  and  that  I  needed  my  money  in  a  safe 
place.  The  clerk  at  the  Bank  told  me  there  was  nothing  I  could  do 
and  that  if  I  wanted  to  get  out  of  the  mutual  fund,  I  would  have  to 
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pay  the  penalty.  I  tried  and  tried  to  reason  with  the  Bank;  they 
simply  did  not  care  about  me.  I  was  too  small  to  fight  with  them 
and  knew  that  it  would  cost  me  a  lot  of  time  and  money  to  try  to  do 
anything.  Its  like  when  the  bully  takes  your  quarter;  you  have  to 
decide  whether  you  can  get  your  quarter  back  and,  even  if  you  do, 
if  it  will  be  worth  the  beating  you  have  to  take. 

Because  I  could  not  get  anywhere  with  the  Bank,  I  kept  the 
mutual  fund  for  awhile.  I  hoped  that  it  would  begin  going  up  in 
value  so  that  I  might  not  lose  so  much  of  my  money.  Unfortunately, 
the  exact  opposite  happened.  Each  month  when  I  got  a  statement,  I 
saw  that  the  mutual  fund  was  going  down.  I  did  not  want  to  gamble 
with  this  money  but,  now  that  the  Bank  had  put  me  in  this  position, 
I  figured  that  I  had  to  make  the  best  of  it.  I  did  some  research 
and  decided  to  move  my  money  into  another  fund  which  was  a  little 
riskier  but  had  a  better  potential  to  get  back  the  money  I  had 
lost.  I  am  stuck  with  this  fund,  hoping  I  will  get  back  some  of  my 
money,  but  it  may  not  happen.  I  just  wanted  to  put  my  money  in  the 
Bank  and  not  have  to  worry  about  these  things.  Even  if  I  had  only 
earned  3  or  4%  interest  on  a  Certificate  of  Deposit,  at  least  my 
principal  would  have  been  safe  and  I  would  have  made  some  money. 
Now,  I  don't  even  know  if  I  can  make  enough  money  to  make  up  the 
money  I  lost. 

While  this  is  not  all  the  money  I  have,  it  could  have  been. 
This  is  what  concerns  me  most  about  what  the  Bank  is  doing.  People 
of  my  age  need  their  money  and  they  do  not  want  to  take  a  chance  on 
losing  it.  Had  I  invested  all  of  my  money  in  this  account,  which 
could  have  easily  happened,  I  don't  know  where  I  would  be.  And, 
obviously,  the  Bank  didn't  care.  Before  this,  I  considered  myself 
to  be  pretty  knowledgeable  regarding  investments.  If  they  can 
trick  me,  I  am  concerned  for  all  people  out  there  who  don't  know 
anything  about  the  investments  the  Bank  is  selling.  If  the  Bank 
had  just  been  honest  with  me,  I  would  not  have  purchased  the  mutual 
fund  but  I  would  have  put  my  money  in  the  Bank.  I  don't  know  why 
that  is  not  good  enough  for  them.  Since  I  am  their  customer,  I 
would  think  that  what  I  want  should  be  the  most  important  thing. 

I  think  this  situation  creates  a  special  problem  for  people 
like  me  with  IRA  money.  It  is  my  understanding  that  you  have  to 
mandatorily  withdraw  your  money  at  age  70.  If  I  were  put  into  that 
type  of  an  investment  with  my  IRA,  I  would  be  forced  to  take  the 
money  out  regardless  of  how  much  had  been  lost.  Elderly  people 
with  retirement  accounts  could  never  recover  their  losses  and  would 
end  up  with  a  lot  less  money  than  if  they  had  just  left  it  in  CDs. 
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I  consider  myself  lucky  because  the  Bank  only  took  a  portion 
of  what  I  had.  I  believe  that  the  Bank  is  deliberately  abusing  its 
position  and  taking  advantage  of  its  clients.  That's  why  I  wrote 
to  my  representative;  I  believe  that  something  has  to  be  done. 
When  I  went  to  the  Bank  to  discuss  what  had  happened  to  me,  I 
didn't  get  any  type  of  consideration.  I  was  told  more  or  less  that 
you  are  in  it  now  and  the  only  way  you  can  get  out  of  it  is  to  sell 
it  and  lose  5%  and  that's  that.  The  Bank  did  not  care  about  what 
I  wanted  or  what  happened  to  me. 

It  is  also  scary  because  it  almost  happened  to  me  again. 
Earlier  this  year,  when  I  went  into  another  bank  to  talk  about  my 
CD  which  was  maturing,  one  of  the  bank  clerks  immediately  wanted  to 
refer  me  to  another  man  in  the  bank.  I  told  her  that  I  had  heard 
this  story  before  and  that  I  wanted  a  Certificate  of  Deposit.  I 
told  them  that  I  did  not  want  any  part  of  a  broker. 

This  experience  convinced  me  that  this  is  not  an  isolated 
incident  but  it  is  the  way  that  the  banks  are  trying  to  do 
business.  It  used  to  be  that  when  you  wanted  to  put  your  money  in 
the  bank  you  could  and  now,  even  when  you  think  you're  putting  your 
money  in  the  bank,  you  can't  be  sure.  The  sole  reason  that  I  went 
to  the  Bank  was  for  safety  and  security.  I  trusted  the  Bank  and 
they  took  advantage  of  that  trust.  And  what  hurt  me  was  that  the 
next  bank  I  went  to  tried  to  do  the  same  thing.  I  believe  that 
banks  should  focus  on  what  the  customer  needs  and,  especially  in 
our  retirement  years,  what  we  need  is  security;  and  the  banks  are 
simply  not  giving  us  that. 

Finally,  some  of  the  people  in  the  Bank  do  care.  When  the 
Customer  Service  Representative  found  out  I  had  lost  money,  she  was 
extremely  upset.  I  don't  think  they  understand  what  the  Bank  is 
doing. 


25 

Senator  Pryor.  We  certainly  appreciate  you  coming  also  this 
morning  Mr.  Wells.  In  a  moment  we're  going  to  allow  our  commit- 
tee members  to  ask  you  a  few  questions,  if  that's  possible,  about 
some  of  the  details  of  your  transactions.  We're  going  to  let  you  ex- 
pand and  illuminate  on  those  details. 

Mr.  Wells.  May  I  add  just  one  thing,  sir? 

Senator  Pryor.  Certainly,  Mr.  Wells. 

Mr.  Wells.  One  thing  is  that  I  do  have  a  little  knowledge  about 
investments.  I  have  bought  a  lot  of  mutual  funds.  So  when  people 
took  me  on  this  deal,  it  wasn't  because  I  was  ignorant  as  to  what 
they  were  doing.  They  told  me  the  bank  had  an  account,  and  that 
was  the  magic  words:  "the  bank  had  an  account." 

Senator  ^YOR.  Let  me  ask  one  question  now.  We're  not  getting 
into  questions  yet,  but  the  person  you  dealt  with  in  the  bank,  was 
he  a  bank  employee  or  not? 

Mr.  Wells.  I  thought  he  was.  It  was  not  until  I  received  the  pro- 
spectus and  went  back  to  talk  to  him  that  they  told  me  he  was  not 
a  bank  employee. 

Senator  Pryor.  He  was  not  an  employee  of  the  bank? 

Mr.  Wells.  Right. 

Senator  Pryor.  I  see.  He  was  an  employee  of  this  fund  or  some- 
one else's  employee. 

Mr.  Wells.  At  that  time,  nothing  was  said  about  a  fund,  sir.  I 
had  no  idea  there  was  a  fund  or  an5rthing. 

Senator  Pryor.  OK.  Well,  two  of  our  witnesses  now  have  given 
their  testimony,  and  by  the  way,  if  you  have  any  written  testimony, 
it  will  be  placed  in  the  record.  I  have  read  the  written  testimony 
of  each  of  our  participants  this  morning.  I  find  it  very,  very  instruc- 
tive. 

Let  me  next  introduce  Senator  Riegle.  Senator  Riegle  from  Michi- 
gan is  one  of  the  newer  members  of  this  Committee,  and  we  are 
very  proud  that  he  is  the  Chairman  of  the  Senate  Banking  Com- 
mittee, and  he  has  jurisdiction  over  all  the  banks,  so  we  might,  be- 
fore we  go  to  our  next  two  witnesses,  hear  from  Senator  Riegle  and 
then  from  our  friend  from  Montana,  Senator  Bums. 

Senator  Riegle,  we  welcome  you  this  morning. 

STATEMENT  OF  SENATOR  DONALD  W.  RIEGLE,  JR. 

Senator  Riegle.  Thank  you  very  much.  Chairman  Pryor.  Let  me 
congratulate  you  and  commend  you  for  having  these  hearings,  and 
I  want  to  thank  the  witnesses  for  coming.  I'm  very  interested  in 
Mr.  Wells'  story,  which  I've  just  listened  to. 

One  of  the  things  that  I  want  to  pledge  to  you,  Mr.  Chairman, 
and  to  the  witnesses  is,  based  on  your  hearing  record  and  your 
findings  and  observations,  I  would  like  you  to  convey  that  to  us  in 
the  Banking  Committee  so  that  we  could  look  at  it  to  see  what 
steps  we  might  consider  taking. 

Just  this  past  week.  President  Clinton  signed  into  law  a  bill  on 
banking.  It  puts  a  stop  to  a  practice  that  has  been  done  by  some 
financial  institutions  of  going  out  and  offering  very  high  interest 
rates  to  people  who  need  home  equity  loans.  The  rate  of  interest 
is  so  high  that  it,  in  effect,  steals  the  person's  home  because  they 
can't  make  the  payments.  The  finance  companies  doing  this  know 
that  they're  putting,  in  many  cases,  a  senior  citizen  in  an  impos- 


26 

sible  situation  to  pay  this  back  and  will  end  up  getting  the  house 
as  a  result  of  it.  So  that's  one  practice  that  we've  identified  and 
just  put  a  stop  to. 

In  terms  of  either  misinformation  or  disinformation  or  a  lack  of 
proper  notice  as  to  what  is  being  offered  as  a  financial  product  in 
a  bank  that  has  Federal  deposit  insurance,  we  have  got  to  solve 
that  problem.  We  can't  have  a  situation  where,  either  accidentally 
or  deliberately,  you  have  got  people  being  misled  in  terms  of  mov- 
ing their  savings  from  one  kind  of  a  savings  instrument  to  another. 

I'm  struck  by  the  fact  that,  as  you  say,  you  have  experience  in 
this  area.  You've  bought  mutual  funds,  so  you  were  not  a  novice. 
But  nevertheless  it  was  portrayed  to  you  in  such  a  way  that  you 
were  led  to  think  that  this  was  a  bank  product  and,  therefore, 
under  the  umbrella  presumably  of  deposit  insurgmce.  You  were  led 
to  believe  that  you  wouldn't  see  an  erosion  of  your  principal — ^in 
other  words,  whatever  you  put  in,  you  would  in  the  end  get  that 
back,  plus  whatever  the  rate  of  interest  that  they  were  promising 
you.  When  you  went  back  part  of  your  principal  had  in  fact  dis- 
appeared. Five  hundred  dollars,  you  say. 

Mr.  Wells.  Approximately,  yes,  sir. 

Senator  Riegle.  Approximately.  So  you  not  only  were  misled,  but 
you  took  an  economic  loss  as  a  result  of  this.  I  take  it  that  this  fel- 
low who  sold  this  product  was  sitting  there  as  if  he  were  a  bank 
employee?  Does  the  bank  say  he  was  or  wasn't  part  of  their  oper- 
ation? Was  he  an  independent  operator  sitting  in  there  with  their 
approval,  or  was  he  actually  part  of  the  bank  structure,  or  do  you 
know  as  you  sit  here  now? 

Mr.  Wells.  Let's  put  it  this  way,  sir.  If  you  told  me  to  speak  to 
this  gentleman,  I  would  assume  that  this  gentleman  was  working 
with  you. 

Senator  Riegle.  The  Committee,  sure. 

Mr.  Wells.  So  when  the  lady  told  me  to  go  speak  to  this  man, 
I  assumed  he  was  a  bank  employee.  But  the  thing,  as  I  said  before, 
that  really  convinced  me  I  was  dealing  with  the  bank  was  when 
she  said  the  bank  has  an  account.  She  didn't  say  that  the  broker — 
the  word  "broker"  was  never  mentioned. 

Senator  Riegle.  Well,  the  Federal  deposit  insurance  that  we 
have  in  place  is  there  for  a  reason,  and  oftentimes  people  will  go 
to  a  federally  insured  institution  and  they'll  get  a  lower  rate  of  re- 
turn on  their  savings,  but  in  return  they  get  the  protection  know- 
ing that  the  money  is  absolutely  protected,  at  least  up  to  $100,000, 
and  then  when  you  go  back  to  get  the  money,  the  money's  going 
to  be  there,  and  that  was  the  presumption  that  you  were  operating 
under. 

Senator  Reid.  Senator  Riegle,  would  you  jdeld? 

Senator  Riegle.  Yes,  of  course. 

Senator  Reid.  Prior  to  your  getting  here,  I  asked  a  question. 
When  you  walk  into  a  bank,  it  says  "FDIC  insured,"  but,  of  course, 
the  other  operations  they  have  do  not  have  that  little  tag  that  ap- 
plies to  them.  What  would  it  take  to  have  in  these  banks  that  do 
things  other  than  taking  your  money  and  putting  it  in  a  savings 
account  or  checking  account — ^what  would  it  take  to  have  a  sign 
that  said  "Everything  here  is  not  FDIC  insured"  or  words  to  that 
effect? 


27 

Senator  RiEGLE.  Well,  that  would  be  one  approach.  Another  ap- 
proach would  be  to  say  that  any  product  that  they're  offering — it 
could  vary  from  State  to  State  and  that  gets  to  be  one  of  the  wrin- 
kles here — would  have  to  have  on  it  in  bold-face  print  right  up 
front,  "This  is  not  federally  insured."  In  other  words,  there's  a  for- 
mal disclosure,  and  not  just  in  writing,  because  sometimes  fine 
print  can  be  made  so  fine  that  you  can  have  perfect  eyesight  and 
not  see  it. 

Senator  Reid.  Could  that  be  done  by  regulation? 

Senator  RiEGLE.  I'd  have  to  check  that.  It  would  depend  on  prod- 
uct type  and  the  State  that  was  involved.  In  addition  to  a  notice 
that  makes  that  clear  I  think  there's  an  additional  obligation.  I 
think  there  should  be  an  oral  statement  to  that  effect.  In  other 
words,  I  think  every  employee  that's  handling  these  kinds  of  deci- 
sions with  savers  and  individuals  should  have  an  affirmative  obli- 
gation. If  it's  not  federally  insured,  say  so,  so  you  hear  it  in  your 
ears  as  well  as  get  it  on  some  kind  of  a  disclosure  document  so  you 
know  exactly  what  you're  doing.  You  want  that  product,  that's  one 
thing,  but  you  shouldn't  be  misled,  you  shouldn't  be  steered  into  a 
product  that  is  not  what  you  want  and  in  fact  puts  you  at  risk.  So 
we'll  work  with  you  to  try  to  find  an  answer  to  this  problem. 

Senator  Pryor.  We  want  to  thank  you,  Mr.  Chairman. 

Senator  RiEGLE.  And  if  I  can  say  one  other  thing,  Mr.  Chsdrman, 
because  this  may  be  my  last  opportunity  to  appear  on  this  Commit- 
tee, I  want  to  thank  you  for  your  leadership  on  these  issues  now 
for  nearly  30  years. 

Senator  Pryor  started  out  on  the  issues  of  senior  citizens  on  all 
matters  of  problems  and  issues — Social  Security,  fraud  activities, 
lack  of  assistance  in  key  areas,  and  so  forth.  Over  in  the  House  of 
Representatives  years  ago  when  we  had  no  Aging  Committee,  he 
set  up  a  trailer  out  on  the  lawn  over  the  objection  of  the  leaders 
of  the  House  in  order  to  get  a  focus  on  the  problems  facing  senior 
citizens.  That  was  30  years  ago,  and  he's  here  today  doing  the 
exact  s£ime  thing,  and  to  my  mind  that's  one  of  the  great  acts  of 
leadership  that  I've  seen  here  in  Washington  in  my  time  here.  So 
I  congratulate  the  Chairman. 

Senator  Pryor.  Thank  you,  Don  Riegle,  for  that,  and  I  appreciate 
that. 

We're  going  to  allow  Senator  Bums  now  to  make  a  statement, 
and  then  we're  going  to  our  next  two  witnesses. 

Senator  Bums. 

STATEMENT  OF  SENATOR  CONRAD  BURNS 

Senator  Burns.  Well,  thank  you,  Mr.  Chairman,  and  thank  you 
for  holding  this  hearing.  I  would  just  submit  my  statement  for  the 
record,  with  just  a  short  statement.  And  thank  you  for  having  this 
hearing.  Both  you  and  the  ranking  member,  my  friend  from  Maine, 
have  done  so  much  as  far  as  fraud  in  the  Medicare  system  and 
these  things  that  can  beset  our  older  Americans. 

We  were  pretty  surprised  in  this  coming  up,  so  we  contacted  our 
banks  in  Montana,  and  they  were  just  as  surprised  as  we  were. 
They  having  no  complaints  with  regard  to  this.  Now,  I  can  see 
where  it  could  be  a  problem,  and  I  don't  want  to  throw  any  cold 
water  here  on  this  thing,  but  then  we  contacted  our  commissioner 
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that  is  in  charge  of  the  banking  institutions  in  Montana,  and  he 
was  just  as  surprised.  No  complaints  have  been  filed  in  the  State 
of  Montana  with  regard  to  this  subject. 

So  I'm  very  interested  in  hearing  the  testimony  today.  Maybe  we 
could  avoid  some  things  in  my  State  that  have  beset  you.  I'm 
thinking  probably  it's  more  of  an  education  process  than  regulation 
process.  I  don't  know  what  regulations  we  could  pass  that  could 
help  in  this  regard,  other  than — ^you  know,  it's  okay  to  pursue  the 
thing,  and  it's  okay  to  put  a  guy  in  jail,  but  your  money's  still  gone. 
So  I  think  how  we  attack  this  is  going  to  have  a  lot  to  do  with  it. 

I  appreciate  the  hearings  on  this,  though,  because  what  we're 
hearing  in  the  country — my  mother's  85  in  Missouri,  and  she  gets 
telephone  calls  every  night  about  scams,  and  I  told  her  about  this 
hearing  when  I  was  talking  to  her  last  night,  and  she  said  she  had 
never  heard  of  this  before,  and  I  said,  **Well,  you  might  be  aware 
of  it,"  and  I  think  some  of  us  have  an  obligation  to  our  elderly  folks 
to  make  sure  of  that. 

So,  Mr.  Chairman,  thank  you  for  this  hearing.  I  think  it's  worth- 
while, and  I  look  forward  to  hearing  the  testimony. 

[The  prepared  statement  of  Senator  Bums  follows:] 

Prepared  Statement  of  Senator  Conrad  Burns 

Good  morning,  Mr.  Chairman,  and  thank  you  for  holding  this  hearing  today.  You 
know,  when  I  heard  what  the  topic  of  todajr's  hearing  would  be,  I  was  intrigued. 
I  know,  from  past  hearings  we've  held,  how  viilnerable  ovir  senior  population  is. 
They  tend  to  be  targeted  for  all  sorts  of  schemes.  And  with  their  income  often  being 
fixed,  they  don't  have  far  to  fall. 

But  I  didn't  imagine  that  our  banks,  whether  local  or  national,  would  be  party 
to  this.  I  did  call  my  state  offices  to  see  if  we'd  heard  from  any  seniors  on  this  sub- 
ject, and  my  staff  reacted  the  same  way  I  did.  Fascinated,  but  no,  no  seniors  had 
contacted  us  about  deceptive  practices  by  banks.  It  could  well  be  that  Montana's 
banks,  because  my  state  is  so  community-related,  operates  on  a  much  more  basic 
level.  It  could  be  the  seniors  are  unaware  of  their  products  being  uninsiired  or  per- 
haps Montana's  seniors  ask  all  the  right  questions  before  investing.  I  truly  don't 
know.  Or  perhaps,  as  my  colleagues  have  implied  here,  maybe  this  is  £in  under-re- 
ported problem. 

So  I  called  our  Banking  commissioner  to  see  if  perhaps  Montana's  banking  indus- 
try is  doing  something  to  prevent  this  from  happening.  Again,  the  same  reaction. 
He  knows  5iat  it  is  getting  a  lot  of  attention,  and  it  does  concern  them,  but  to  date 
there  have  been  no  complaints.  However  he  did  relay  to  me  a  story  about  a  woman 
he  knew,  in  her  golden  years  who  had  done  exactly  what  we're  talking  about  here. 
She  had  gone  into  her  bank,  the  banker  suggested  she  might  be  able  to  get  more 
for  her  money  investing  another  way,  and  she  transferred  her  money  to  a  CD  ac- 
count in  a  Boston-based  bank.  Imagine  her  surprise  when  the  bank  went  bankrupt 
and  her  money  was  gone.  She  was  luckier  than  most  though,  in  that  the  FDIC 
picked  up  the  pieces  and  she  did  get  some  money  back. 

I  think  the  problem  may  be  one  of  education,  not  necessarily  more  regulation.  The 
banks  in  Montana  now  must  follow  rules  regarding  disclosure.  They  must  tell  the 
customer  that  certain  products  are  not  insured.  And  yet,  the  customer  still  puts  all 
their  faith  and  trust  in  the  service  they  got  fi-om  that  bank,  even  though  they've 
been  told  there  are  no  guarantees.  I  honestly  don't  know  how  we  can  get  the  mes- 
sage through  to  the  seniors  who  are  investing. 

So,  I  am  most  interested  to  see  what  this  hearing  uncovers.  If  it  is  indeed  a  prob- 
lem, as  I'm  siure  our  first  panel  wUl  show  us,  then  I  will  look  forward  to  hearing 
their  suggestions  as  to  how  we  can  solve  it.  It  is  tough  enough  to  earn  a  Uving  these 
days,  we  certainly  don't  need  to  make  it  easy  to  lose  your  savings. 

Mr.  Chairman,  I  thank  you  again. 

Senator  Pryor.  Senator  Bums,  thank  you  very,  very  much. 
Now  we'll  go  to  our  third  witness,  Laura  Park. 
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STATEMENT  OF  LAURA  A.  PARK,  BROKER,  CERTIFIED  FINAN- 
CIAL PLANNER  AND  CHARTERED  FINANCIAL  ANALYST, 
PALM  HARBOR,  FL 

Ms.  Park.  My  most  recent  position  was  as  a  regional  sales  train- 
er for  a  bank.  My  job  was  to  train  bankers  to  sell  bank  mutual 
funds.  I'd  also  like  to  say  that  I'm  in  favor  of  banks  being  in  the 
brokerage  business,  and  that  I  think  that  mutual  funds  can  be  ex- 
cellent investments  even  for  seniors,  and  that  they  play  an  impor- 
tant part  in  a  well-diversified  investment  portfolio. 

I  think  the  problem  is  that  the  banks  are  abusing  the  trust  of 
their  customers  and  they  are  not  providing  the  services  that  are 
being  advertised.  Many  bankers  and  brokers  who  are  selling  mu- 
tual funds  are  calling  themselves  all  sorts  of  grand  titles — invest- 
ment counselors,  investment  advisors — and  it's  no  wonder  that  cus- 
tomers are  confused.  The  bankers  are  confused  about  what  they're 
selling. 

What  I  have  brought  with  me  today  are  a  number  of  materials, 
some  of  them  from  the  course  that  I  taught,  and  what  I'd  like  to 
do  is  make  some  points,  about  abuses  which  I  would  characterize 
as  subtle  and  insidious.  Many  of  the  regulations  that  are  in  place 
now  would  be  sufficient  if  they  were  enforced  and  followed  by  the 
banks  both  in  the  spirit  and  the  letter  of  the  law. 

One  example  that  comes  to  mind  is  the  fact  that  a  banker  will 
tell  a  customer  that  what  the^re  investing  in  has  a  fluctuating  net 
asset  value.  That,  on  the  face  of  it,  is  fiill  disclosure,  but  I  will  sub- 
mit to  you  that  most  customers,  particularly  older  customers,  do 
not  understand  that  that  means,  "Mr.  Customer,  you  could  lose 
your  money." 

Senator  Pryor.  What  is  the  terminology  you  mentioned? 

Ms.  Park.  The  investment  has  a  fluctuating  net  asset  value. 

Senator  Pryor.  This  senior  investor  would  not  know  about  that, 
I  can  promise  you  that.  Thank  you. 

Senator  Burns.  Maybe  these  folks  ought  to  go  in  the  auction 
business.  They  use  all  kinds  of  words  like  that. 

[Laughter.] 

Senator  Pryor.  That's  right. 

Proceed,  please,  Ms.  Park. 

Ms.  Park.  The  first  exhibit  I'd  like  to  draw  your  attention  to  is 
a  selection  of  questions  from  an  investor  profile  that  my  bankers 
were  trained  to  use.  On  this  particular  exhibit  and  the  one  that  fol- 
lows it,  there  are  10  questions.  These  were  pulled  out  from  a  profile 
form  the  bankers  were  instructed  to  use.  The  bankers  entered  the 
answers  to  these  questions  into  a  computer,  and  the  computer  pro- 
gram would  then  give  them  one  of  four  models,  which  were  called 
asset  allocation  models.  We're  looking  at  the  asset  allocation  mod- 
els at  the  current  time,  and  the  bankers  would  then  make  their 
recommendations  to  the  customer  based  on  which  model  they  felt 
the  customer  fell  into. 

Now,  once  the  bankers  did  this  a  few  times,  they  were  able,  if 
they  wanted  to  influence  the  customer  to  buy  a  particular  product, 
to  influence  their  answers  to  the  questions  to  come  up  with  a  model 
that  suited  their  own  purposes.  This  wasn't  always  the  case,  but 
I  know  in  fact  that  it  happened  more  times  than  I  would  like  to 
have  seen.   If,  for  example,  they  say  a  customer  falls  into  the 
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growth  and  income  category,  they  might  want  to  either  recommend 
fixed  income  investments  to  the  customer  or  equity  investments. 
They  were  instructed  to  analyze  the  customer's  existing  invest- 
ments so  that  what  they  recommended  was  compatible  with  the 
customer's  current  holdings. 

Most  of  the  bankers  that  I  trained  were  not  able  to  do  this.  They 
did  not  have  sufficient  training.  To  make  it  easy  for  the  bankers 
to  recommend  a  fund,  the  mutual  fund  prospectuses  were  color- 
coded,  so  it  was  as  simple  as,  if  the  investment  was  fixed  income, 
that  was  a  red  fund,  so  that  the  correct  investment  might  be  one 
of  the  red  funds.  And  yet  we  are  telling  our  customers  that  these 
people  are  fully  trained  and  licensed  to  advise  them  on  their  invest- 
ments. 

I've  also  brought  excerpts  from  interviews  with  successful  bro- 
kers at  the  last  bank  that  I  worked  with,  and  there  are  a  couple 
of  things  I'd  like  to  bring  your  attention  from  these  interviews.  The 
first  one  is  where  Michelle  is  talking  about  the  fact  that  she  want- 
ed to  make  it  fun  for  her  bankers  to  make  referrals  to  her,  so  she 
had  contests  where  she'd  provide,  out  of  her  own  pocket,  prizes  and 
gift  certificates  of  $100.  She  also  was  very  active  in  cross-selling — 
cross-selling  bank  products  so  that  bankers  would  cross-sell  her 
products. 

Senator  Pryor.  Just  a  minute.  She  was  making  money  from  each 
sale,  right? 

Ms.  Park.  Yes,  that's  correct. 

Senator  Pryor.  Okay.  Excuse  me. 

Ms.  Park.  And  Joe  also  is  cross-selling  products. 

I  was  terminated  from  my  position  for  making  cash  payments  to 
bankers  who  made  referrals  to  me  and  also  for  a  system  of  cross- 
selling.  I  was  terminated  in  June  1994.  This  is  information  that 
was  circulated  throughout  the  bank  in  July  1994,  endorsing,  sup- 
porting, and  promoting  these  practices.  The  only  conclusion  that  I 
can  draw  from  this,  is  that  the  real  reason  I  was  terminated  was 
because  I  criticized  the  inadequacy  of  the  training  program  that  I 
was  forced  to  deliver  to  bankers  selling  investments  to  senior  citi- 
zens in  Florida. 

Senator  Reid.  What  is  your  background  and  trsuning? 

Ms.  Park.  I  graduated  from  Smith  College  and  Duke  University. 
I'm  a  chartered  financial  analyst  and  a  certified  fineuicial  planner, 
and  I've  been  a  broker  for  14  years. 

Senator  Pryor.  Well  qualified. 

Ms.  Park.  The  last  exhibit  I  have  is  a  flyer  from  a  Call  Night, 
where  bankers  and  brokers  might  be  calling  the  list  of  maturing 
CDs.  Ill  bring  your  attention  to  Blitz  Night — ^"unimaginable  wealth 
and  fabulous  prizes."  Those  are  for  the  bankers,  not  the  customers. 
So  there  was  enormous  pressure  to  sell  proprietary  funds. 

The  bankers  that  I  trained,  while  they  were  licensed  to  sell  any 
number  of  5,300  mutual  funds  available,  by  bank  policy  were  only 
permitted  to  sell  the  bank's  funds.  If  they  referred  the  customer  to 
a  broker  with  a  broader  license  who  could  make  a  full  range  of 
products  available,  they  received  no  sales  credit  and  they  received 
no  commission  income.  There  was  tremendous  incentive  and  pres- 
sure to  sell  the  bank's  funds,  and  yet  in  the  bank  that  I  was  with 
last,  the  customer's  first  contact  was  with  the  banker,  who  was  just 
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selling  a  limited  product  base  and  who  had  extremely  limited  train- 
ing. 

[The  prepared  statement  of  Ms.  Park  follows:] 
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TESTIMONY  OF  LAURA  ANDERSON  PARK 

SENATE  SPECIAL  COMMITTEE  ON  AGING 

"Uninsured  Bank  Products;   Risky  Business  for  Seniors?" 

September  29,  1994 

It  is  important  to  acknowledge  that  Senator  Pryor  and  Senator 
Cohen  have  invited  me  to  appear  today.  It  is  also  important  to 
acknowledge  that  I  appreciate  the  work  of  Senator  Pryor  and  it  is 
very  important  work.  I  want  to  thank  the  Senator  for  his  interest. 
I  hope  that  my  testimony  will  be  helpful  in  solving  what  I  think  to 
be  a  major  problem  in  the  banking  industry. 

My  name  is  Laura  Anderson  Park  and  I  am  a  resident  of  Palm 
Harbor,  Florida.  I  have  worked  as  a  broker  within  several 
different  banks  since  receiving  my  original  license  in  1981.  I 
currently  hold  a  Series  7,  a  Series  63  and  a  Series  24  license.  I 
am  a  certified  financial  planner  and  I  am  a  chartered  financial 
analyst.  The  only  investments  I  cannot  sell  are  commodities  and 
insurance  products. 

I  relocated  to  Florida  in  1988  and  later  began  working  with 
the  Bank.  At  that  time,  I  was  in  a  retail  center  in  a  free- 
standing brokerage  office.  I  received  some  Bank  referrals  but  my 
business  primarily  came  from  walk-ups.  The  Bank  had  introduced 
proprietary  funds  which  had  a  name  completely  dissimilar  to  that  of 
the  Bank.  These  were  funds  with  no  load  and,  while  the  brokers 
were  encouraged  to  sell  them,  there  was  not  a  lot  of  activity  in 
these  funds  because  no  one  made  a  lot  of  money  on  them.  However, 
the  referrals  and  activity  with  respect  to  proprietary  Bank 
products  began  to  escalate  in  1992  and  early  1993. 

Sometime  in  1992,  a  sales  charge  was  added  to  these 
proprietary  mutual  funds.  In  January  of  1993,  the  name  of  the 
funds  was  changed  to  mirror  the  name  of  the  Bank  and  a  contingent 
deferred  sales  charge,  or  CDSC,  was  added  to  the  funds  at  that  time 
as  well.  The  Bank  made  a  big  commitment  for  mutual  funds  to  be  a 
major  product  line  within  the  Bank.  This  resulted  in  an  incredible 
amount  of  pressure  to  sell  the  proprietary  mutual  funds.  Not  only 
were  brokers  provided  with  "sales  quota  goals"  that  they  must  meet, 
sales  lists  were  made  public  throughout  the  Bank  so  that  everyone 
knew  whether  you  were  selling  proprietary  funds  and  how  much  money 
you  were  generating.  This  list  was  very  important  among  the  people 
in  the  Bank.   A  number  of  contests  with  prizes,  cash  awards,  extra 
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incentive  payments,  trips  and  the  like  were  undertaken  to  encourage 
referral  of  Bank  customers  to  the  brokerage  by  Bank  personnel  and 
the  sale  of  proprietary  funds  by  the  brokers  once  the  referrals 
were  made.  There  were  signs  and  banners  throughout  the  Bank,  even 
in  the  areas  where  money  was  accepted  and  FDIC  insured  transactions 
took  place.  The  Bank  representatives  and  personnel  were  placed  in 
T-shirts  which  said  "^PROPRIETARY  BANK'  FUND  -  ASK  ME  FOR  A 
PROSPECTUS".  There  were  cash  payments  to  the  Bank  employees  for 
referrals  to  brokers  that  resulted  in  sales  of  a  certain  dollar 
iunount  and  the  Bankers  got  points  and  bonuses  for  such  sales  as 
well.  Prospectuses  from  the  proprietary  mutual  funds  were  drop- 
shipped  to  the  Bank  branches  so  that  the  Bank's  employees  had  them. 
Basically,  the  Bank  employees  and  tellers  were  given  the 
responsibilities  and  orders  to  make  sure  that  Bank  customers  were 
told  about  proprietary  mutual  funds  and  the  employees  were  rewarded 
for  doing  so.  The  Bank  put  these  people  in  T-shirts,  put  signs  up 
all  over  the  branch  and  paid  them  an  incentive  if  a  sale  was  made. 
The  Bank  did  not  provide  them  with  any  training  as  to  what  could 
and  could  not  be  discussed  with  the  customers.  Many  bank  employees 
were  not  licensed  to  sell  securities  at  this  point  and  most  simply 
did  not  know  what  they  could  and  could  not  say  to  a  customer.  It 
is  completely  unreasonable  to  believe  that  the  Bank  teller  will 
hand  a  prospectus  to  a  customer  and  point  them  to  the  brokerage 
without  saying  anything  else.  Indeed,  there  is  no  way  that  a 
customer  would  proceed  to  the  brokerage  unless  the  Bank  employee 
made  some  representations  about  what  the  Bank  was  trying  to  sell 
the  customer. 

Instead  of  realizing  this  problem  and  taking  steps  to 
eliminate  confusion  between  the  Bank  and  these  uninsured,  non- 
depository  investments,  the  Bank  made  the  decision  to  exploit  it 
even  further.  The  Bank  has  now  undertaken  a  mass  effort  to  obtain 
Series  6  licenses  for  its  Customer  Service  Representatives 
throughout  Florida.  This  allows  Customer  Service  Representatives 
who  open  checking  accounts  and  sell  Certificates  of  Deposit  to  also 
sell  proprietary  mutual  funds. 

During  my  tenure  with  the  Bank,  one  of  my  duties  was  to  train 
Bank  personnel.  In  the  short  time  that  I  was  given  to  meet  with 
these  people,  I  was  instructed  to  concentrate  on  how  to  close  the 
sale  of  the  proprietary  mutual  fund  rather  than  how  to  give 
competent  investment  advice.    Most  of   the  Customer  Service 
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Representatives  are  not  qualified  to  give  investment  advice  and,  as 
a  result,  the  recommendations  made  to  Bank  customers  that  they 
should  purchase  proprietary  mutual  funds  could  be  based  only  upon 
sales  quotas  and  financial  incentives.  I  think,  especially  for  the 
elderly  people  who  trust  their  bankers,  the  dual  role  of  selling 
both  uninsured  and  insured  products  is  extremely  dangerous.  A 
customer  who  has  a  relationship  with  the  Bank,  one  of  trust,  and 
who  has  always  trusted  the  Bank  for  advice,  is  now  being  put  into 
an  investment  with  a  fluctuating  value,  and  which  may  or  may  not  be 
suitable.  Elderly  and  other  customers  have  always  dealt  with  their 
banker  in  opening  CDs  and  checking  accounts  and  now  the  same  person 
is  selling  them  an  uninsured,  potentially  risky  investment  product. 
Frankly,  the  confusion  created  by  this  is  overwhelming.  Still,  the 
Bank  employees'  mandate  was  to  sell  only  proprietary  mutual  funds 
and  that  was  the  only  way  that  employees  could  get  any  financial 
reward  and  avoid  reprimand  or  even  termination. 

Sadly,  the  same  was  true  of  the  brokers  employed  by  the  Bank. 
While  the  brokers  did  have  the  ability  to  sell  other  funds,  the 
payout  was  skewed  significantly  toward  selling  the  proprietary 
funds.  In  order  to  make  a  living,  a  broker  would  be  forced  to  sell 
the  proprietary  mutual  funds  of  the  Bank.  At  certain  times,  there 
were  various  "goals"  that  I  had  to  reach  in  order  to  keep  my 
position  and  there  were  always  various  sales  contests  in  which 
brokers  received  extra  payouts  for  selling  proprietary  funds.  The 
clear  message  of  the  Bank  was  that  if  you  wished  to  advance  within 
the  organization,  you  played  the  company  game.  You  sell  the  Bank 
proprietary  mutual  funds. 

What  is  so  egregious  here  is  that  the  Bank  employees  have  a 
double  disincentive  against  selling  anything  else  but  the 
proprietary  fund.  The  Bank  employees  have  sales  goals  based  solely 
upon  the  sale  of  proprietary  mutual  funds  and  they  do  not  make  any 
money  if  they  turn  that  customer  over  to  someone  else.  The  Series 
7  brokers  are  effectively  turned  into  quasi-sales  managers  although 
without  the  authority  (or  training)  to  supervise  the  Bank 
employees.  Regardless,  the  Series  7  broker  did  not  and  could  not 
supervise  the  Bank  employees'  activities  and  did  not  monitor  what 
was  said  to  customers.  And,  even  if  the  customer  managed  to  be 
referred  to  a  Series  7  broker,  that  broker  also  had  tremendous 
financial  incentives  to  sell  only  proprietary  funds  to  that 
customer.  The  financial  and  career  advancement  penalties  were  just 
too  great  for  any  Bank  employee  or  broker  to  sell  a  non-proprietary 
investment  product  to  a  Bank  customer. 
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After  the  Bank  employees  received  a  Series  6  license,  the  Bank 
created  a  five  day,  forty  hour  class  to  help  provide  those  Bank 
employees  with  some  training.  I  was  promoted  out  of  direct  sales 
into  a  training  advisory  position  although  I  still  had  the  ability 
to  make  sales.  One  of  the  things  I  objected  to  when  I  first  looked 
at  the  training  materials  was  that  it  was  a  sales  and  operations 
course  and  that  virtually  no  time  in  the  five  day  class  was  devoted 
to  any  investment  theory.  The  only  thing  these  people  were  taught 
was  to  sell  the  proprietary  funds  and  I  felt  that  these  Bank 
employees  who  were  not  licensed  brokers  should  not  be  providing 
investment  advice  without  some  basis  for  doing  so.  The  Bank  had 
various  funds  which  were  color-coded  to  match  general  categories 
such  as  growtn  and  income.  There  was  a  computer  program  developed 
at  some  point  which  asked  ten  questions  and,  based  upon  those 
answers,  would  recommend  an  asset  allocation  model  which  was  color- 
coded.  The  Bank  employee  would  then  pick  whatever  proprietary 
mutual  fund  was  within  that  color-code,  usually  the  fund  which  was 
being  pushed  or  which  was  the  subject  of  a  contest  or  extra  payout, 
and  sell  it  to  the  customer.  The  problem  is  that  this  Bank 
employee  had  no  knowledge  about  the  type  of  fund  he  or  she  was 
selling  nor  whether  it  was  the  best  investment  for  the  customer 
based  upon  other  economic  factors.  Bank  employees  also  did  not 
have  any  way  to  compare  the  proprietary  mutual  funds  with  other 
investment  products  or  even  other  mutual  funds.  They  simply  did 
not  understand  what  they  were  selling.  This,  coupled  with  the  fact 
that  Bank  customers  cannot  distinguish  this  investment  from  any 
other  investment  sold  by  the  Bank,  makes  the  Bank's  practices 
confusing  and  dangerous,  especially  to  elderly  customers  who  trust 
the  Bank. 

Ironically,  I  was  fired  from  the  Bank  subsequent  to  my 
complaints  about  the  system  and  the  reason  given  for  my  termination 
was  that  I  utilized  unlicensed  Bank  personnel  to  sell  an  uninsured 
investment  product.  The  customer  who  purchased  the  fund  became 
unhappy  with  its  performance  and  came  back  into  the  Bank  and 
complained  because  the  Bank  employee  was  not  licensed  to  sell 
securities.  This  was  another  incident  of  Bank  employees  not 
knowing  how  far  they  could  go  with  "pre-selling"  the  funds  before 
referring  them  to  the  broker.  The  Bank  employee  was  acting  under 
the  orders  of  the  Bank  and  receiving  financial  remuneration  from 
the  deal;  however,  when  the  customer  complained,  the  Bank  blamed 
me.  The  Bank  employee  in  question  is  still  with  the  Bank  and,  in 
fact,  is  a  valued  employee.   This  was  the  first  complaint  I  had 
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ever  had  from  any  customer  dating  back  to  1981  when  I  was  first 
licensed.  I  believe  that  this  complaint  was  the  result  of  the 
system  set  up  by  the  Bank  and  I  do  not  believe  that  individuals  who 
participate  in  this  system  in  order  to  survive  should  be  singled 
out  as  being  responsible.  However,  I  accept  full  responsibility 
for  my  role  in  this:  in  going  along  with  what  the  Bank  wanted,  I 
was  wrong. 

I  think  the  solutions  to  this  problem  are  to  have  greater 
separation  in  the  brokerage  area  of  the  Bank  from  the  teller  and 
customer  service  areas  and  to  protect  Bank  employees  like  me  from 
Bank  pressure.  I  believe  that  the  sale  of  uninsured  investment 
products  should  be  widely  available  to  the  customer,  but  I  think 
that  these  sales  people  need  to  be  clearly  identified  as  separate 
from  the  regular  Bank  staff.  Also,  it  is  important  that  persons 
who  sell  uninsured  investment  products  be  thoroughly  trained  in  all 
areas  of  investments.  Further,  investment  advisors  should  have  a 
full  range  of  investment  products  to  offer  the  customer  without 
being  penalized,  either  financially  or  in  terms  of  a  career  status, 
for  selling  something  other  than  a  proprietary  mutual  fund.  1 
think  the  focus  should  return  to  what  is  best  for  the  customer  and 
not  what  is  best  for  the  Bank. 

I  believe  that  it  is  also  important  for  securities  sales  staff 
to  be  doing  investment  advisory  work  on  a  full-time  basis.  The 
Bank  employees  have  so  many  obligations  and  duties  and  so  many 
other  things  they  must  do  during  the  day  that  the  Bank  is  asking 
too  much  of  them.  The  Bank  employees  do  not  have  time  to  devote  to 
securities  customers;  especially,  not  enough  time  to  explain  a 
securities  transaction  that  the  Bank  employee  does  not  even 
understand.  The  present  system  penalizes  both  Bank  employees  and 
brokers  for  taking  the  time  to  consider  the  objectives,  desires  and 
best  interests  of  the  customer  by  spending  a  lot  of  time  with  them 
to  discuss  these  transactions.  Almost  all  Bank  customers, 
including  most  of  the  elderly,  simply  do  not  understand  mutual 
funds  and  these  people  should  have  everything  explained  to  them  in 
great  detail  before  an  investment  decision  is  made.  As  the  system 
stands,  the  Bank  employees  and  brokers  are  required  to  sell  what 
they  are  told  to  sell  and  are  penalized  when  they  fail  to  do  so. 
This  atmosphere  does  not  foster  consideration  for  the  Bank  customer 
and,  in  fact,  negates  it. 
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Working  in  Florida,  the  majority  of  my  customers  were  55  years 
of  age  or  older  and  they  are  accustomed  to  doing  their  financial 
transactions  in  the  Bank.  They  have,  for  the  most  part,  a  good 
relationship  with  the  Bank  and  they  trust  their  bankers.  The  banks 
are  capitalizing  on  that  relationship  and  exploiting  the  trust  of 
these  elderly  customers.  In  almost  all  cases,  these  people  will  do 
whatever  their  banker  recommends.  Many  of  these  people  are  lonely 
and  their  relationship  with  their  banker  is  much  more  than  a 
business  relationship.  In  fact,  most  would  call  it  a  friendship. 
Not  only  do  these  elderly  customers  enjoy  the  social  interaction 
with  their  Bank,  they  are  kind  and  trusting  and  want  to  help  the 
banker  with  his  or  her  job  as  well.  Also,  the  elderly  bank 
population  of  Florida  clearly  has  a  majority  of  the  Certificate  of 
Deposit  holdings.  As  a  result,  these  people  are  targeted  by  the 
Bank;  the  fact  that  they  have  large  CD  holdings  is  circulated 
throughout  the  Bank  and  Bank  employees  are  told  to  solicit  the 
transfer  of  those  monies  into  proprietary  mutual  funds.  What's 
even  worst  is  that  CD  rates  have  dropped  to  such  a  low  point  that 
they  are  not  out  performing  inflation.  At  a  time  when  the  elderly 
customers'  incomes  have  dropped  to  an  all-time  low,  they  are  in 
desperate  need  of  something  that  will  make  them  a  little  bit  more 
money  to  live  on.  Therefore,  the  banks  have  recognized  that  these 
people  are  desperate  and  can  be  easily  lured  out  of  their  insured, 
secured  investment  with  the  promise  of  a  higher  current  income. 
What's  so  sad  is  that  these  people,  if  serviced  by  a  qualified, 
unbiased  investment  professional,  could  be  provided  with  an 
appropriate  investment  mix  with  the  potential  to  increase  their 
return  without  undue  risk  to  their  principal.  Instead,  they  are 
exploited  by  the  Bank  and  tricked  into  placing  their  money  in  an 
uninsured  risky  investment,  often  times  without  a  track  record,  for 
the  sole  purpose  of  improving  the  Bank's  bottom  line. 
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In  closing,  I  would  simply  say  that  this  problem  boils  down  to 

one  cause  greed.   The  banks  could  provide  their  customers  with 

an  incredible  level  of  service  and  still  make  a  very  good  profit. 
The  Bank  has  the  opportunity,  and  I  believe  the  duty,  to  provide 
its  customers  with  a  full  range  of  financial  services  based  upon 
the  needs  and  desires  of  each  customer.  In  doing  so,  the  banks 
would  make  money  and  would  also  foster  incredible  loyalty  from 
their  customers.  Instead,  the  banks  have  chosen  to  focus  on 
creating  a  system  whereby  they  can  maximize  profits  without 
consideration  for  the  customer.  In  the  short  term,  this  will 
greatly  increase  the  profits  but  the  long-term  effects  will  be 
devastating.  People  will  learn  not  to  trust  the  banks  but, 
unfortunately,  many  people  will  be  severely  financially  damaged 
while  learning  that  lesson.  And  elderly  people  are  at  a  time  in 
their  life  when  they  cannot  afford  to  learn  the  lesson.  And, 
sadly,  some  elderly  persons  will  not  live  long  enough  to  recoup  the 
losses  caused  by  this  system.  The  banks  need  to  focus  on  the 
individual  needs  of  their  customers  and  not  on  how  much  money  the 
Bank  can  make  from  them.  The  Bank  customers,  especially  the 
elderly,  need  to  rely  upon  the  Bank  and  need  to  be  able  to  trust 
the  Bank  to  do  what  is  best  for  them.  Instead,  the  banks  are 
intentionally  confusing  their  customers  into  purchasing  uninsured 
investment  products  which  the  customers  believe  are  accounts  of,  or 
are  somehow  guaranteed  by,  the  Bank.  I  believe  that  my  job  is  to 
provide  the  very  best  investment  advice  I  can  to  my  client  without 
focusing  on  my  personal  pecuniary  or  professional  gain.  I  do  not 
believe  that  anyone  can  accomplish  this  goal  within  the  systems 
which  have  been  created  by  the  banks. 
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BRANCH 


Investor  Questionnaire 


Please  take  a  few  minuies  to  answer  (he  questions  below.  Your  answen  will  help  us  determine  the  best 
investment  choices  for  you. 

1.  Please  select  the  letter  which  best  describes  your  knowledge  of  investments: 

A.  I  know  nr^  littk  about  the  stock  and  bond  markets  and  have  generally  limited  my  mvesting  to 
money  market  funds  and  bank  deposits. 

B.  I  liave  a  baste  understanding  o[  the  stock  and  bond  markets.  I  have  owned  stocks  or  bonds  or 
mutual  funds  investing  in  slocks  or  bonds.  I  usually  make  investment  decisions  on  (he  advice  of  a 
financial  adviser,  relative,  or  friend. 

C.  I  have  a  good  undtrstam&tg  o[  the  stock  and  bond  markets  and  use  advice  from  others  as  well  as 
my  own  opinion  in  making  investment  dedsioiu. 

D.  I  am  an  *xpuUnLtd  im/otui  in  stocks  and  bonds  and  usually  rely  on  my  own  judgments  in  making 
investment  decisions. 

2.  Most  investors  define  risk  as  the  possibility  of  losing  money  on  an  investment.  In  genend.  (he  liigher  the 
risk,  (he  higlier  the  potential  return.  On  die  odier  hand,  (lie  lower  the  risk,  the  lov#er  the  potential 
return.  Using  diis  definition,  select  (lie  investment  objective  wliich  is  moat  amnRng  to  you  by  placing 
an  M  in  the  box.  Select  llie  investment  objective  which  is  least  appealing  by  placing  an  L  in  the  box. 

I  I  Praeraatum  ofAsstls:  I  am  willing  to  accept  low  or  modest  returns  on  my  investment  if  I  believe 
there  is  litde  risk  of  losing  money.  I  don't  care  if  my  returns  don't  beat  the  infladon  rate. 

I    I   Awome:  I  am  interested  in  a  ^|ood  level  of  current  income  from  my  investments.  I  am  willing  to 
accept  that  my  investments  will  fluctuate  in  value,  and  there  is  a  possibility  that  I  could  lose  money. 
Growth  of  my  investment  is  less  important  to  me. 

I    I    Grouth:  I  am  interested  in  long  term  growtli  of  my  investment.  Because  I  don't  expect  to  use  my 
money  over  the  next  five  years,  I  can  tolerate  the  risk  of  fluctuadoiu  in  value  and  the  possibility  of 
loss  if  I  believe  there  is  a  possibility  my  investment  returns  may  be  superior  to  less  risky  investments. 

I  I  Croulh  and  btcopia:  lam  interested  in  a  balance  between  growth  of  my  investment  and  current 
income.  I  cm  accept  some  risk  dial  my  investments  wall  lIuctiKKe  in  value  and  that  I  could  lose 
money. 

3.  ItisverydiiBciittforme  to  save  money  on  a  regular  basis.  Q  YES  LJ  NO 

4.  I  depend  on  dte  income  fitjm  my  savings  and  investments  to  Q  YES  Q  NO 
pay  for  much  of  my  day-to-day  living  expenses. 

5.  Select  the  letter  which  best  describes  your  time  horizon  for  achieving  your  investment  objectives: 

A.  I  am  invesong  primarily  to  satisfy  long  term  goob  {ten  years  or  man),  such  as  retirement  or  a  child's 
educadon. 

B.  lam  investing  primarily  for  die  intermediate  term  (^  to  70  j)san). 

C    I  have  a  relatively  short  time  horizon  for  my  investments  (J  to  Sjemrs). 
D.    I  have  a  very  short  horizon  for  my  investments  (J  jeors  or  len). 
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nvestor  Questionnaire  continu«j 


6.    In  case  of  my  death.  Suability  or  other  emergency,  I 

probably  have  enough  iniurance  and  readily  available  funds 
to  take  care  of  my  family  for  at  least  a  year. 


n  ^^ 


Qno 


7.  Over  the  next  5  to  7  years  I  expect  my  family's  income  wilt       □  DECREASE     □  INC31EASE  or  stay 

aboui  the  same 

8.  My  top  tax  bracket  is:        Q  15%       Q  »%       0  31%       0  56%       Q  Other      Q  Don't  Kn*" 


9.    Which  letter  below  best  describes  your  age  and  the  number  of  dependents  (excluding  yourself)  in  your 
family? 


DEPENDENTS 

Under  35 

AGE 
35  to  49              50  to  65 

Over  65 

0 

A 

B                         C 

D 

1-2 

E 

F                        G 

H 

3-4 

1 

J                         K 

L 

5  + 

M 

N                        0 

P 

10.    Which  letter  below  best  describes  your  annual  household  income  and  the  value  of  your  financial  assets.' 
Housthold  meome  includes  salaries,  interest  and  dividends,  income  fix>m  businesses  and  invescmenis,  and 
Social  Security.  Fhtimcial  Assets  include  checking  and  savings,  CDs,  money  market  accounts,  stocks, 
bonds,  mutual  funds,  and  retirement  accounts. 


FINANCIAL 
ASSETS 

ANNUAL        HOUSEHOLD        INCOME 

Under            $25,000  to          $50,000  to             Over 
$25,000             $49,999             $100,000           $100,000 

Under  $25,000 
$25,000  to  $99,999 
$100,000  to  $500,000 
Over  $500,000 

abed 
e                      f                       g                     h 
i                      j                       k                     1 
m                      n                       0                      p 
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No  one  investment  —  or  even  group  of  investments  —  is  right  for  everyone.   The  mix  of  investments 
you  choose  for  your  portfoho  should  be  based  on  your  financial  objectives,  the  years  you  have  to 
achieve  them,  your  current  financial  situation,  your  financial  expertise  and  your  tolerance  for  risk. 

Here  are  four  sample  investment  portfolios  designed  as  guidelines  for  a  variety  of  investors.    Your 
specific  investment  portfolio,  whu:h  reflects  your  individual  needs  and  objectives,  may  differ  from  the 
sample  portfolios. 


iNCOMt 


uRUlvTH 


10% 

1.IQUIO 


STOCKS   &  OTHER 


LIQUID 

C/iecfcing  &  Savings 

Moncj  Market  Deposit  Accounts 

Certificates  of  Deposit 

Money  Market  Furnis 

Tax-Free  Money  Market  Funds 


FIXED      INCOME 
CDs  over  one  year 

Intermediate  Bond  Funds 

Long-Term  Borui  Funds 

Tax  Deferred  Annuities 

Municipal  Bonds  &  Furuis 

VS.  Government  Bond  Funds 

Bonds  &  Notes 


STOCKS     &     OTHER 
Stocks 

Stock  Funds 

Balanced  Mutual  Funds 

Convertible  Bond  Funds 

Convertible  Boruis  &  Preferred  Stock 
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H    E 


FAMILY       OF       FUNDS 


FUND 


INVESTMENT 


INVESTMENT 
OBJECTIVE 


PORTFOUO 
PROFILE 


»    Value  Fund                U.S.  common                 Growth 
stocks 

Growth 
Potential 

•   Balanced  Fund         U.S.  common                Strategic  growth 
stocks  and  bonds           and  income 

Growth  and 
Income  Potential 

♦    Utility  Fund               Utility  stocks                 High  current 
and  bonds                      income  and 

moderate  capital 
appreciation 

Income  and 
Growth  Potential 

♦    U.S.  Government    U.S.  government           High  current 
Fund                           and  agency                   income  with 

obligations                     stability  of  principal 

hUDllK- 
l'.i[>-iiii'l 

*    State  Municipal        Municipal                       Tax-free 
Bond  Funds:             government  debt           income  for 
Florida,  Georgia,    obligations  of  its           residents  of  its 
North  Carolina,       respective  state              respective  statet 
South  Carolina, 
Virginia 

»    High  Grade                hiMircJ  MUiMiup.il           I.isIm 
Tax  Free  Fond          di-hi  ol^liv;;lti.m^             iruciiu-; 

♦    Fixed                          U.S.  government           Stability  and 
Income  Fund            and  corporate               income  with 

debt  securities                moderate  growth 

*   Money  Market        U.S.  government           Maximum 
Fund                            securities  and  short-       current  income 
term  corporate               with  low 
obligations                     principal  risk' 

Safety 
Potential 

*    Tax  Free  Money      Short-term                      Maximum  federally 
Market  Fund             municipal                       tax-free  income 
obligations                     with  low 

principal  risk't 

*   Treasury  Money     Short-term                     Maximum 
Market  Fund             U.S.  government            current  income 
securities                        with  low 

principal  risk* 

•    Money  market  funds  seek  to  maintain  a  stable  nee  asset  value  of  $1  00  per  sfiare.  There  is  no  assurance  that 

they  will  be  able  to  do  so.  An  investment  in  mutual  funds  is  neither  insured  nor  guaranteed  by  the  US. government. 

'  *  Such  insurance  pertains  only  to  the  cimely  payment  of  principal  and  interest  of  the  securities  in  the  Fund's  portfolio 
and  does  not  protect  against  market  loss.   Please  see  the  prospectus,  which  more  fully  descnbes  the  terms  of  the 
msurance 

t   Income  may  be  subject  to  the  federal  alternative  minimum  tax  and  state  and  ioca!  taxes 

For  more  complete  information  on  any  of  the  Funds  listed,  please  call  1-800-326-3241  for  a  prospeaus 

which  includes  details  on  charges  and  expenses  Read  it  carefully  before  investing  or  sending  money. 

<5> 
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SUCCESSFUL  PIC  INTERVIEW 
July  1994 


MICHELLE  ,  Charlotte,  NC 

Michelle  grossed  $69,351  in  June  and  has  $249,851  year  to  date.  $55,494  of  her  June 

production  was  annuity  business  and  $7,516  came  from  Branch  Licensing.   I  asked  Michelle  to 
tell  me  the  keys  to  her  success.   Her  annuity  presentation  is  enclosed  for  all  non-FL  PICs'  use. 

Michelle's  Response:  "I  attribute  any  success  I  have  to  the  good  relationship  I  have  with 

my  branches.  I  spend  a  lot  of  time  with  my  team,  both  licensed 
and  unlicensed  bankers.  I  make  it  fun  for  them.  One  of  the  ways 
I  make  it  fun  is  by  running  contests,  that  I  coincidentally  fund  out 
of  my  own  pocket.  I  had  a  contest  for  the  branch  that  sets  the 
most  appointments.  I  joined  the  winning  branch  in  a  "Night  on  the 
town".  Another  successful  referral  contest  I  funded  involved  $100 
cash  and  gift  certificates.  One  ticket  was  earned  for  making  a 
certain  number  of  referrals  then  put  in  the  pot  for  a  drawing.  My 
bankers  are  my  friends  as  well  as  business  associates.  I  am  proud 
to  say  they  take  ownership  in  the  fact  that  if  I  don't  sell,  I  don't 
get  paid  and  vice  versa.  That's  why  I  refer  a  lot  of  bank  products 
to  them. 

My  team  and  I  are  constantly  discussing  how  to  get  more 
appointments.  I  E-Mail  them  constantly  and  don't  feel  that  I  can 
over  communicate  with  them.  We  make  lots  of  joint  calls  which 
has  really  increased  their  confidence  in  selling  business  themselves 
and  maldng  referrals  to  me. 

As  far  as  why  so  much  annuity  business,  it  is  the  product  that  sells 
right  now  in  my  market.  I  find  many  of  the  bank  customers  in  this 
territory  to  be  uncomfortable  with  securities,  but  if  they  would  just 
open  their  mind  for  me  to  describe  the  features  and  benefits  of  a 
fixed  rate  annuity,  many  see  it  as  an  attractive  investment.  I 
believe  you  must  be  comfortable  with  the  annuity  product,  know 
how  to  sell  it,  and  know  how  to  make  it  work  for  the  customer. 
I  ask  my  bankers  to  be  sure  and  refer  every  customer  who  seems 
even  remotely  dissatisfied  vkith  their  current  investment,  to  me.  I 
find  that  many  times  I  can  not  only  calm  them  down  but  convince 
them  now  is  the  time  to  add  to  their  positions.  But  if  they  are 
determined  to  cash  in  their  investment,  I  find  that  many  times  they 
view  an  annuity  as  an  attractive  alternative. 


SUCCESSFUL  PIC  INTERVIEW 
July  1994 


JOE  ,  AtlanU,  GA 

In  June  Joe  grossed  $47,371,  $39,163  of  which  was  in  annuities.    I  asked  Joe  to  tell  me  what 
is  working  for  him? 

Joe's  Response:  "Keeping  a  high  level  of  activity  and  making  it  fun  for  the  branches  are 
the  keys  to  my  success.  I  do  everything  possible  to  have  five 
appointments  scheduled  every  day.  By  Friday  afternoon  I  want  to  have 
at  least  10  appointments  scheduled  for  the  following  week.  With  five 
appointments  a  day  it  takes  the  pressure  off  my  having  to  sell  everyone 
who  walks  into  my  office. 

Call  nights  have  caused  my  last  two  months  production  to  be  the  best 


I  cross  sell  a  lot  of  bank  products,  CAP  accounts  in  particular.  My 
branch  teammates  know  that  I  am  working  hard  every  month  to  help  them 
reach  their  goals  and  that  causes  -iiem  to  help  me  reach  mine. 
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O  .CO 


The 
Proprietary  Funds  Group 
will  proudly  sponsor  the 
July  19th 

Blitz  Night 


All  PICs,  PIC  Managers  and  CBMs  (LBEs  should 
listen  in  with  their  PICs  or  CBMs)  are  invited  to  listen 
in  to  a  special  conference  call 

Date:        July  19, 1994 

Time:        4:00  pm  (for  approximately  10  minutes) 

Phone:     800/850- 

Speaker:  Bill  ,  Director  of  Mutual  Funds 

Subject:   Special  awards  and  prizes 
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Senator  Pryor.  Thank  you.  We're  going  to  have  some  questions 
for  you  in  just  a  moment. 
Ms.  Hovis,  we  thank  you  for  coming  this  morning. 

STATEMENT  OF  CATHERINE  B.  HOVIS,  BROKER,  TAMPA,  FL 

Ms.  Hovis.  Thank  you,  Senators.  I'm  really  both  personally  and 
professionally  very  pleased  to  be  here  and  tell  you  a  story  that  I 
think  is  of  the  utmost  importance. 

When  we  were  discussing  with  your  Committee  members  and 
were  in  the  interviewing  process,  I  asked  them  if  they  can  hold 
these  hearings  as  quickly  as  possible,  because  what  I  believe  is,  for- 
tunately, maybe  the  folks  in  Montana  have  not  yet  experienced 
this,  but  what  you  may  hear  today  is  very  likely  the  tip  of  the  ice- 
berg. 

I  started  as  a  branch  manager  for  the  bank  I  was  employed  with 
in  1989,  and  at  that  time,  we  had  a  securities  arm.  It  was  separate 
from  the  bank,  it  was  in  a  separate  location,  and  there  were  no  in- 
centives, as  a  manager  for  that  bank,  to  make  referrals.  We  knew 
it  simply  was  there,  should  a  customer  request  it.  And,  again,  like 
Laura,  I  believe  that  the  banks  should  have  that  available. 

But  I've  been  through  the  metamorphosis  of  the  greed  that  has 
happened,  and  we  all  realize  that  customers  with  very  low  interest 
rates,  especially  the  elderly  on  fixed  incomes,  when  their  CDs  went 
from  7  or  8  percent  to  2  or  3,  they  had  no  choice  but  to  seek  alter- 
native investments.  So  the  service  was  there.  But  because  of  the 
greed  that  ensued,  the  banks  began  marketing  their  own  mutual 
fiinds  and  made  money — a  lot  of  money — off  of  doing  that. 

My  first  chart  that  is  shown  shows  a  business  plan  of  a  bank, 
wherein  the  products  were  available  to  the  customers,  but  it's  very 
obvious  that  the  green  is — in  the  business  plan,  that  is  the  amount 
of  internal  mutual  funds  that  were  expected  to  be  sold. 

I  will  caution  you  that  as  you  look  at  the  figures,  if  you  do  look 
closely,  they  don't  agree.  Some  of  the  percentages  are  not  correct, 
so  there  may  be  some  confusion,  but  I  think  it's  more  important 
that  we  see  that  this  bank  really  wanted  internal  mutual  funds  to 
be  sold. 

The  next  chart  that  I  have  is  a  contest  for  a  bank  product.  Now, 
this  is  a  contest  for  the  managers  of  the  brokerage  firm  to  really 
push  the  brokers  to  sell  the  bank  proprietary  products.  There  were 
cash  incentives  paid  to  managers  of  the  securities  arm  to  ask  every 
broker  to  participate.  There  was  a  huge  amount  of  pressure  placed 
upon  the  brokers  to  sell  the  bank  funds.  And  I  will  have  you  note 
that  the  term  "Grovemment" — it's  a  trust. 

The  next  chart  is  a  prepared  script  for  calling  bank  customers. 
I  will  bring  a  few  things  to  your  attention.  The  bank  went  to  the 
customers  and  asked  them  what  they  were  looking  for.  First,  it's 
Government  quality,  that  the  account  is  managed  by  the  bank 
trust  company  and  has  been  managing  money  since  1874.  The  sec- 
ond part  says  that  the  bank  trust  was  designed  as  an  investment 
account  specifically  to  meet  the  needs  of  our  customers.  They  fo- 
cused on  safety.  This  product  includes  derivatives.  They  have  pre- 
dictability and  jdeld.  Again,  most  of  your  money  would  be  placed 
without  losing  sight  of  your  priority,  which  is  safety,  and,  again, 
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Senators,  this  product  did  include  derivatives,  we  have  since 
learned. 

The  next  display  went  to  bank  employees  stressing  how  essential 
referrals  were  to  the  brokerage  arm.  This  is  notifying  the  bank  em- 
ployees that  the  representative  is  available,  and  if  we  look  at  the 
third  asterisk  from  the  bottom,  that  the  bank  offers  a  wide  range 
of  investment  services.  Finally,  it  says,  "Would  you  like  assistance 
in  preparing  for  a  secure  retirement?"  You  have  to  remember,  ca- 
veat emptor  is  important,  but  if  we're  starting  from  the  beginning 
point  of  a  bank  employee  and  the  confusion  ensues  from  that  point, 
the  customer  believes  it's  the  bank. 

As  a  professional  broker,  I  did  everything  I  could,  I  believe,  to 
separate  that  line,  but  very  often  the  elderly  remember  the  first 
point  of  s£de.  The  fact  that  they  were  told  it  was  a  Grovemment  in- 
vestment, the  fact  that  they  were  told  that  it  was  a  certain  interest 
rate,  that's  what  they  remember. 

Senator  Pryor.  Pardon  me.  I  think  one  of  the  more  significEint 
notations  there  is  the  little  instruction  right  at  the  very  bottom  in 
small  print,  which  reads,  "For  internal  use  only.  Not  for  distribu- 
tion to  the  public."  So  this  is  for  the  bank  employees  only. 

Ms.  Hovis.  This  is  for  the  bank  employees. 

Senator  Pryor.  Thank  you. 

Ms.  Hovis.  Thank  you  for  asking. 

The  next  one  I  believe  is  very  important,  especially  as  it  pertains 
to  the  State  of  Florida,  where  we  do  have  current  regulations  re- 
garding customer  confidentiality.  This  is  a  customer  referral  check- 
list. Now,  your  mother  walks  into  the  bank  and  has  worked  with 
that  banker  for  10  years  and  trusts  that  banker.  The  banker  is  now 
being  incented  to  refer  and  look  for  things.  Did  your  mother  just 
receive  an  inheritance?  Well,  that  banker  is  giving  your  mother's 
name  to  the  brokerage  firm  without  your  mother's  Imowledge,  be- 
cause she  just  placed  a  large  check. 

The  fourth  note  down  is  dividend  checks  from  other  banks  or 
other  firms.  That's  confidential,  you've  made  a  deposit,  but  it's 
being  circulated  throughout  the  bank  to  other  divisions.  The  cus- 
tomer is  concerned  about  having  quick  access  to  his  or  her  invest- 
ment at  the  bank. 

And,  finally,  and  I  think  most  important,  is  the  customer  has  a 
very  high  account  balzince  or  is  over  the  FDIC  insurance  limit.  It 
is  known  that  if  you  made  a  large  deposit  at  the  bank,  within 
hours  you  would  be  called  by  a  broker  of  the  bank  and  would  be 
asked  about  investing  those  funds.  The  information  is  freely  cir- 
culated. Not  just  this,  but  also  mortgage  applications,  et  cetera, 
safety  deposit  box  lists. 

My  next  exhibit  I  think  is  very  important — ^yes.  Senator? 

Senator  COHEN.  Just  one  question.  You  said  "a  broker  of  the 
bank."  Were  they  bank  employees? 

Ms.  Hovis.  No.  The  brokers  were  actually — ^we  have  gone 
through  many  changes  in  the  banking  industry  through  mergers, 
et  cetera.  We  were  under  bank  retirement,  but  we  were  considered 
employees  of  the  subsidiary  of  the  bank,  and  there  was  confusion 
as  to  names  of  the  companies  and  whatnot  that  we  believe  added 
to  that.  Ultimately,  we  were  not  employees  of  the  bank. 
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This  I  think  is  very  important  in  regard  to  the  regulations  that 
the  OCC  had  placed  upon  commission  sharing.  Now,  I'm  going  to 
try  to  explain  this  as  easy  as  I  can.  A  broker  in  this  last  exhibit 
had  a  gross  commission  of  approximately  $47,000.  You  will  look  at 
a  referral  adjustment  of  $1,951.  That  came  out  of  the  broker's  gross 
commission  and  went  back  to  the  bank  employees.  Gentlemen, 
bank  employees  don't  make  a  lot  of  money.  They  also  could  make 
almost  the  same  amount  of  money  by  referring  products.  If  you 
have  an  employee  who's  under  any  duress  finsuicially,  possibly  a 
single  mother  on  a  low  income,  they  made  a  lot  of  referrals  to  the 
bank  and  maybe  did  things  that  they  shouldn't  have  done  due  to 
financial  needs,  and  we  paid  substantial  amounts  of  moneys  to 
bank  employees. 

I'd  like  you  to  note  that  this  is  dated  December  1993,  and  the 
moving  target  that  the  banks  may  try  to  tell  you  is  that  "We  don't 
do  this  anymore."  Indeed,  they  don't  do  it  in  the  same  nature.  They 
do  it  through  a  point  system,  wherein  the  points  go  into  a  pool  of 
money  and  the  bank  employees  ultimately  could  sell  nothing  but 
securities  referrals  and  still  receive  a  substantial  amount  of  money 
or  prizes  or  trips  or  gifts.  So  I  bring  that  to  your  attention.  I  think 
it's  important  that  we  learn  that  to  abide  by  the  letter  of  the  law, 
yoii  cannot  disguise  the  law,  and  it  ultimately  is  being  continued 
to  be  done,  just  in  a  different  manner. 

Once  again,  I  thank  you  for  the  opportunity  to  speak  here,  and 
I  hope  that  each  of  you  take  our  testimony  that  we've  put  into  the 
record  and  have  an  opportunity  to  review  that. 

Thank  you. 

[The  prepared  statement  of  Ms.  Hovis  follows:] 
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TESTIMONY  OF  CATHERIME  B.  HOVIS 

SENATE  SPECIAL  COMMITTEE  ON  AGING 

"Unlnsurad  Bank  Products;   Risky  Business  for  Seniors?" 

September  29,  1994 

Senator  Pryor  deserves  the  thanks  of  retired  citizens  for 
bringing  this  matter  to  public  attention.  Senator  Pryor  recognizes 
the  importance  of  hearings  such  as  these,  as  does  Senator  Cohen. 
Both  personally  and  professionally,  I  appreciate  being  invited  here 
today  and  I  appreciate  the  interest  of  both  Chairman  Pryor  and 
Senator  Cohen. 

My  name  is  Catherine  B.  Hovis  and  I  have  been  licensed  as  a 
Series  7  broker  since  1991.  I  eun  a  single  mother  and  I  currently 
reside  in  Tampa,  Florida.  I  spent  five  years  working  for  banks  and 
bank  brokerages  but  I  decided  that  I  had  to  leave  in  June  of  this 
year.   I  now  work  for  a  securities  broker  in  Sarasota,  Florida. 

I  was  a  Branch  Manager  of  a  bank  in  1989.  In  1991,  I  was 
asked  to  get  a  Series  7  license  so  that  I  could  work  within  the 
Bank's  brokerage  arm.  In  1992,  the  Bank  where  I  worked  was  bought 
out  by  a  larger  bank  which  controlled  the  operations  until  I 
resigned  or  was  forced  out  on  June  28,  1994.  Having  began  my 
career  as  a  Branch  Manager  of  the  Bank,  I  have  really  seen  the 
metamorphosis  occur  and  the  Bank's  complete  greed  in  changing  the 
way  banking  is  done.  When  I  was  a  Branch  Manager,  I  never  made  a 
securities  referral  and  I  was  considered  one  of  the  most  successful 
Branch  Manager  in  Hillsborough  County,  Florida.  We  had  a  brokerage 
arm  of  the  Bank  but  they  were  in  a  separate  location  and  there  was 
no  pressure  to  sell  securities.  During  the  early  1990s,  things 
began  to  change.  That's  when  the  pressure  began  to  sell 
proprietary  Bank  mutual  funds.  Before  the  takeover  of  our  Bank,  we 
did  have  proprietary  mutual  funds  but  the  niunes  were  completely 
dissimilar  to  that  of  the  Bank.  When  the  new  Bank  took  over,  they 
changed  the  name  of  the  funds  to  be  the  same  as  the  Bank's  name. 
This  was  done  solely  to  create  the  illusion  that  these  funds  were 
connected  with  the  Bank.  I  know  that  customers  believed  that  these 
funds  were  a  part  of  the  Bank  and  guaranteed  by  the  Bank,  and  that 
is  what  the  Bank  wanted  customers  to  believe.  Also,  Customer 
Service  Representatives  and  brokers  were  given  sales  goals  and 
quotas  and  required  to  push  proprietary  mutual  funds  in  order  to 
have  their  job  performance  termed  satisfactory.   The  Bank  began 
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circulating  information  about  customers'  accounts  and  maturity 
dates  of  Certificates  of  Deposit  in  an  attempt  to  aid  brokers  and 
Bank  employees  in  luring  depository  customers  into  the  purchase  of 
uninsured,  proprietary  mutual  funds.  This  had  a  special  impact  on 
the  elderly  customers  of  the  Bank  because  they  hold  a  large  number 
of  Certificates  of  Deposit.  These  lists  provided  Bank  personnel 
with  the  knowledge  of  what  customers  had  CDs  and  upon  what  dates 
the  CDs  would  mature.  This  information  was  used  to  directly 
solicit  the  customers  either  by  telephone  or  when  they  ccime  in  to 
do  their  banking. 

I  had  worked  hard  to  build  a  client  base  and  to  gain  the  trust 
of  the  customers  I  had.  I  was  responsible  for  these  people  and  I 
truly  believed  that  a  broker's  relationship  with  her  client  is  one 
for  life.  The  Bank  created  a  system  to  provide  a  greater  amount  of 
referrals  of  depository  Bank  customers  but,  at  the  same  time, 
completely  restricted  my  ability  to  provide  objective  investment 
advice  to  these  customers. 

The  internal  pressures  and  sales  quotas  were  difficult  enough 
to  deal  with  but,  in  addition,  the  Bank  instituted  a  financial 
incentive,  and  disincentive,  program  under  which  all  Bank  employees 
and  brokers  had  no  choice  but  to  sell  proprietary  funds.  If  a  Bank 
employee  referred  a  depository  customer  to  the  brokerage,  he  or  she 
would  get  cash,  prizes  or  other  incentives  after  the  sale.  The 
incentives  changed  from  time  to  time,  but  the  Bank  employee  was 
only  rewarded  if  he  or  she  made  referrals  to  the  brokerage. 
Meanwhile,  the  brokers  were  placed  on  a  payout  grid  which  provided 
a  low  payout  even  for  the  sale  of  proprietary  mutual  funds  and  very 
low  or  no  payout  for  other  investment  vehicles.  In  order  to  make 
a  minimum  aunount  of  money,  the  broker  had  no  choice  but  to  sell 
proprietary  mutual  funds  to  the  customer.  I  tried  to  be  a  te2un 
player  but  I  realized  that  many  of  these  funds  had  no  track  record 
and  were  not  suitable  for  the  customers.  Whenever  I  made  these 
concerns  known,  I  was  told  that  I  was  not  going  to  be  a  valuable 
part  of  the  Bank  if  I  refused  to  go  along  with  these  requirements. 
Also,  I  had  to  make  enough  money  to  feed  my  child.  Selling 
proprietary  funds  was  the  only  way  I  could  earn  a  living  in  this 
environment.  I  accept  full  responsibility  for  going  along  with  the 
Bank's  demands;  but,  I  realized  they  were  wrong. 
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In  a  short  time,  I  could  see  that  this  system  was  not  going  to 
work  out  because  it  simply  ignored  the  wishes  and  needs  of  the 
customers.  I  could  not  bring  myself  to  take  my  Bank  customers  who 
trusted  me  and  put  them  into  investments  with  no  track  records 
simply  because  the  Bank  would  make  more  money.  Also,  during  this 
time,  the  Bank  was  adding  new  brokers  whose  only  experience  was  a 
two  week  training  session  on  how  to  sell  the  Bank's  proprietary 
mutual  funds.  These  brokers  were  brought  in  and  were  placed  at 
Bank  branches  I  had  previously  serviced.  These  new  and 
inexperienced  brokers  were  operating  under  severe  financial  duress 
to  push  proprietary  products  and  did  not  have  the  experience  or 
training  to  know  what  other  types  of  investments  would  be  best  for 
the  customer.  Again,  when  I  objected  to  my  customers  being 
subjected  to  inexperienced  brokers  whose  sole  agenda  was  to  push 
proprietary  mutual  funds,  I  was  told  that  it  might  be  a  good  idea 
for  me  to  find  another  place  to  work.  Finally,  on  June  28,  1994, 
I  resigned  as  I  could  no  longer  stomach  what  was  going  on.  The 
system  simply  has  to  be  changed. 

I  think  one  of  the  biggest  problems  in  letting  bank  employees 
start  the  referral  process,  especially  with  elderly  customers,  is 
that  the  consumer  will  tend  to  remember  only  the  first  things  they 
hear.  For  example,  the  consumer  walks  in  and  sees  a  Customer 
Service  Representative  whom  they  have  dealt  with  on  numerous 
occasions  with  traditional  banking  transactions.  The  same  Customer 
Service  Representative  now  tells  the  consumer  that  "the  Bank  has  an 
account  which  will  pay  6%  for  six  years.  Would  you  be  interested 
in  that?"  The  customer  has  heard  this  from  a  Bank  employee  who  has 
taken  care  of  them  and  whom  they  trust.  That  initial  contact  is 
what  the  consumer  remembers  even  if  there  may  be  subsequent 
discussions  about  the  product.  Also,  the  scripts  and  terms  which 
the  Bank  employees  are  told  to  use  are  intentionally  designed  to 
confuse  the  customer.  Terms  like  "government  investment",  "penalty 
for  early  withdrawal"  or  citing  the  name  of  a  fund  which  is  the 
same  as  the  Bank's  name  all  tend  to  confuse  the  customer  into 
believing  that  somehow  what  they  are  purchasing  is  backed  by, 
guaranteed  by  or  insured  by  the  Bank  and/or  the  government.  The 
Bank  intentionally  fosters  this  confusion  and  capitalizes  upon  it. 
Indeed,  the  names  of  the  mutual  funds  were  changed  to  exploit  this 
confusion.  Again,  what  results  is  a  Bank  teller  selling  securities 
so  that  she  may  increase  her  income  and  her  prestige  with  the  Bank 
and,  while  this  is  going  on,  no  one  is  taking  into  consideration 
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the  suitability  of  the  mutual  fund  which  is  being  sold  to  the 
customer.  Many  funds,  especially  new  issues  of  the  Bank,  were  not 
particularly  good  funds  and  had  absolutely  no  track  record.  The 
only  thing  to  recommend  these  funds  was  the  fact  that  brokers  were 
required  to  sell  a  certain  dollar  eonount  of  the  funds  in  order  to 
avoid  reprimand.  And  Bank  employees  continued  to  have  the  number 
of  referrals  they  are  required  to  make  increased. 

I  believe  that  another  central  problem  is  the  location  of  the 
securities  sale.  These  people  have  come  to  the  Bank  and  are  in  the 
Bank  lobby.  The  lobby  is  full  of  information  about  uninsured, 
proprietary  mutual  funds  that  have  a  neune  identical  to  that  of  the 
Bank.  Also,  the  lobby  is  full  of  FDIC-insured  signs  and  Bank 
logos.  The  customers  cannot  possibly  understand  that  these  funds 
are  not  somehow  backed  by  the  Bank.  As  I  stated  before,  when  we 
first  began  the  brokerage  in  our  Bank  in  the  late  '80s,  it  was  in 
a  separate  location  and  there  was  no  chance  that  a  customer  would 
be  confused.  Now,  a  customer  is  sold  securities  at  the  seune  desk 
where  they  open  a  checking  account  and  there  is  no  way  that  you  can 
expect  a  consumer,  especially  an  elderly  person  who  has  never 
invested  with  a  brokerage  before,  to  understand  the  difference.  I 
once  heard  someone  say  that  he  believed  it  was  the  consumer's  duty 
to  be  educated  about  these  investments  and  I  could  not  disagree 
with  that  statement  more.  Sure,  I  believe  that  we  should  all  know 
more  about  our  finances;  but,  I  do  not  believe  that  banks  should  be 
allowed  to  place  all  responsibility  for  education  upon  the 
consumer.  When  you  want  legal  advice,  you  go  to  a  lawyer.  If  a 
lawyer  tried  to  say  you  should  have  known  the  law  before  you  came 
to  him,  nobody  would  think  that  made  any  sense.  That's  why  you 
went  to  the  lawyer,  so  he  could  advise  you  about  the  law.  That  is 
the  exact  reason  why  people  go  to  a  bank,  to  receive  sound 
financial  advice.  Selling  proprietary  mutual  funds  in  order  to 
increase  the  profits  of  the  Bank  without  regard  to  the  customer's 
needs  or  desires  is  clearly  a  breach  of  the  duty  that  banks  owe  to 
their  customers.  A  broker  must  be  free  of  economic  and  internal 
employment  constraints  when  giving  investment  advice  and  the  banks 
have  established  and  perpetuated  this  system  which  completely 
forbids  such  independence . 
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I  strongly  believe  that  there  is  a  need  for  investment 
advisory  services,  especially  eunong  the  elderly,  today.  Currently, 
traditional  depository  accounts  are  not  producing  a  yield 
sufficient  to  provide  these  people  with  enough  money  to  live  and 
that's  exactly  what  most  elderly  people  count  on  this  money  for. 
Unfortunately,  instead  of  answering  the  needs  of  these  customers, 
the  Bank  chose  to  exploit  them.  Instead  of  accepting  the 
responsibility  to  their  customers  to  provide  independent  and 
suitable  financial  advice,  the  banks  have  chosen  to  use  the 
customer's  trust  to  their  advantage  by  selling  proprietary  mutual 
funds  which,  although  they  do  not  always  perform  badly,  are  rarely 
the  most  suitable  investment  for  the  Bank  customer,  especially  the 
elderly.  The  Bank  is  simply  greedy  and  wants  to  make  money  on 
every  part  of  the  transaction. 

The  Bank  employee  receives  a  referral  fee  and  the  employees 
know  that  the  only  way  to  make  a  decent  living  and  keep  the  Bank 
happy  is  to  refer  securities  customers.  The  Bank  then  makes  money 
off  each  securities  transaction  and,  rather  than  be  satisfied  by 
the  commission  generated  from  any  securities  sales,  the  Bank  has 
chosen  to  mandate  that  all  sales  be  made  into  proprietary  mutual 
funds  so  that  the  Bank  can  not  only  get  a  higher  commission  but 
also  can  receive  a  contingent  deferred  sales  charge  or  CDSC  if  the 
customer  leaves  the  investment  within,  usually,  four  or  five  years. 
Also,  the  Bank  receives  management  fees  from  controlling  the  mutual 
funds.  The  Bank's  focus  is  on  generating  income  and  not  on  taking 
care  of  its  customers. 

The  bottom  line  is  that  the  banks  have  not  exhibited  the 
desire  nor  the  courage  to  change  the  way  they  are  doing  business. 
Someone  needs  to  stand  up  and  say  that  this  system  is  wrong  and 
that,  while  the  ability  of  a  bank  to  offer  brokerages  services  to 
its  customer  may  be,  in  theory,  a  good  thing,  the  way  that  banks 
have  implemented  the  sales  of  uninsured  investment  products  is 
simply  wrong.  Instead  of  trying  to  eliminate  customer  confusion, 
the  Bank  enhanced  it.  Instead  of  accepting  its  responsibility  to 
provide  investment  advice  to,  and  badly  needed  assistance  for,  its 
customers,  the  Bank  decided  to  develop  a  system  where  only  Bank 
proprietary  mutual  funds  would  be  offered;  creating  the  maximum 
profit  for  the  Bank  along  with  the  maximum  risk  to  the  customer. 
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Instead  of  training  the  securities  brokers  to  provide  an 
outstanding  level  of  service  to  the  customers,  the  Bank 
intentionally  recruited  inexperienced  brokers  whose  only  training 
was  in  how  to  sell  proprietary  funds.  Clearly,  providing  a  full 
range  of  investment  services  at  the  Bank  can  be  both  a  noble  and 
profitable  proposition;  unfortunately,  the  Bank  has  chosen  to 
ignore  its  duties  and  responsibilities  and  has  focused  on  its 
ability  to  take  advantage  of  the  situation. 

It  takes  a  true  leader  to  stand  up  and  say  that  something  is 
wrong  and  that  it  needs  to  be  fixed.  It  takes  courage  to  admit 
that  the  current  system  is  not  working  and  even  more  courage  to 
admit  that  what  was  done  to  these  Bank  customers  was  wrong.  The 
banks  are  simply  telling  the  customers  one  thing  and  doing  another. 
The  banks  are  telling  the  regulators  and  the  Congress  that  they  are 
doing  one  thing  while  they  are  really  doing  another.  It  is  time 
for  someone  to  look  at  what  the  banks  are  doing  and  realize  the 
inconsistencies.  The  banks  are  creating  the  illusion  of  safety  and 
security  and  are  exploiting  that  illusion  to  the  detriment  of  their 
customers.  And,  as  more  banks  see  the  amazing  profit  potential  of 
this  illusion,  I  am  afraid  that  this  problem  will  only  grow  larger 
and  larger.  Someone  must  have  the  courage  to  say  enough  is  enough. 
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-  For  Internal  Use  Onl^  -  j 


Proper  disclosure  must  accompany  each  and  every  product  presentation  and 
recommendation.  Account  Executives  have  a  responsibility  to  assure  that  advice  and 
specific  product  retommendations  are  both  appropriate  and  suitable  for  customers 


Government  Income  Term  Trust  2004 
#  ^  Fast  Start  #  # 
-  Bay  I,  January  25  - 

ir  ir  ir  Branch  Manager  Contest    ir  i^  ir 

! ! !  Top  5  Branch  Managers  In  Sales  As  A  Percentage  of  Coal  On  First 
Say  of  Ticketing  (January  25,  1994)! ! ! 

1st  in  Sales '^$1000 
M  k  Ssles  '^  $SDD 
Stil  is  Sales  ^  SSllll 
ith  in  Sales  "^  SiDO 
StJi  in  Sales  "^  $200 

Suililim:  50%  of  jsur  dccmt  Exmtim  aast  hm  i  smnm  if  $20,000  in  'sales  with  i  mimm  of  S 
irokcrs  or  100%  paiticipatiM^. 

■  i  Day,  January  25,  26,  27  &  2S  - 

y^  yt  7t  Branch  Manager  Contest    y^  yt  7t 

! ! !  Top  5  Branch  Managers  In  Sales  As  A  Percentage  of  Coal  On  the  First  Four  Says 

of  Ticketing  (Tuesday  •  Friday)! !  I 

1st  is  Sales'^  $1000 
2s!l  is  Sales  ^  $800 
Sri  a  Sales  "^  $000 
ith  is  Sales  "^  SiOO 
Sti  is  Sales  ^$200 

Bualilitrs:  S0%  of  four  iitmt  Emuiiris  aast  have  i  aismm  of  $60,000  in  sales  mth  a  almm  of  10 
irokers  er  100%  participatk^. 
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PRESENTATION 

(Establish  customer's  goal*  and  objectivM) 

'Sank  went  to  casuxDen  aoid  aaked  than  wbat  they  wen  looking  for  in  an 
investment  Ciutbmera  came  bade  widi  dsee  key  compooaits: 

1.  Gavaziment  QoaH^  -  hi^iest  credit  quality 

2.  Fixed  Matunfy  -  acxsethias  they  can  count  on  <e«tng  again. 

3.  Increased  Rate  Retsm  -  because  interest  rates  are  so  low  today. 

-  Tb'i  account  is  managed  by  iBank  Tnst  Departmeot 

•  Managed  S  since  1874. 

.  Look  after  $160B  fer  customers  in  the  past  to  get  Ais  type  of  management 

throxigh  Tnist  -  you  had  to  be  Texas  AilcM,  Heart  Associatiai,  or  have  the 

wealih  of  Ross  Perot 

Bank  has  made  ihis  experu'se  available  to  you,  ocr  ivtail  customss. 


iBank  Trust  designed  an  investment  account  specifically  to  meet  our  cusmmsn 
needs.  We  focused  oo: 

SAFETY,  by  using  govemmeot  bonds  and  AAA  rated  tssoes. 

PREDICIABIUTY,  account  is  managed  to  return  yoor 
prindpaJ  in  10  years. 

YIELD,  with  interest  rates  so  low  it  allows  you  to  get  the  most  out  of  your 
tnoney  with  out  losing  sight  of  youx  priority,  safety.  We  anticipate  a  yield  of 
6  172-7%. 
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Making  referrals  can  be  easy.  The 

following  lead-ins  can  help  you 

decide  which  customers  may  be 

ideal  referral  candidates  for 

kSecurities.  Remember,  you 
are  an  important  part  of  the 
referral  process  and  we  appreciate 
your  efforts! 


*  Aren't  you  tired  of  paying  too  much  in  taxes? 

*  Would  you  be  interested  in  lowering  your  total 
tax  liability? 

*  Were  you  aware  that  a  representative  is  avail- 
able to  provide  a  &iancial  consultation? 

*  Are  your  interested  in  earning  more  income? 

*  Many  priority  customers,  like  yourself,  work 
with  our  investment  representatives.  May  I 
introduce  you  to  him/her? 

*  Bank  offers  a  wide  range  of 
investment  services.  If  you'd  hke,  I  can  ask  a 

Securities  representative  to  call 
and  arrange  a  meeting. 

*  Are  you  interested  in  tax  savings  alternatives 
from  our  investment  area? 

*  Would  you  like  assistance  in  preparing  for  a 
secure  retirement? 

COMPLIMENTS  OF: 
J.         _  ....  ■■-'■.  ■>    ..     ■ 


I  FUNDI 


FOR  INTERNAL  USE  ONLY 
NOT  FOR  DISTRIBUTION  TO  THE  PUBUG 
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Have  you  seen  any  of  the  following 
situations?  They  could  be  positive 

hints  for  referring  customers  to 

your^HiViSecurities  Investment 

Representative. 


\v\  Customer  asks  for  investment  information 

21  Customer  asks  for  information  on  IRA's, 
IRA  Rollovers,  or  pension  funds 

21  Customer  has  coupons  from  bonds,  or  has 
bonds  that  have  been  caDed 

2  Customer  has  dividend  checks  from  stocks, 
bonds,  or  other  brokerage  firms 

[Vj  Customer  sells  home,  land,  car  or  business 

[vn  Customer  has  change  in  lifestyle:  move, 
retirement,  inheritance 

2l  Customer  says  taxes  are  too  high 

21  Customer  concerned  about  having  quick 
access  to  his/her  investment  at  bank 

2)  Customer  says  another  institution  is  pajdng 
higher  yields  on  savings  or  investment 
products 

2  Customer  has  CDs  with  other  institutions 

2  Customer  requests  a  signature  guarantee 
on  a  stock  certificate 

2  Customer  has  a  very  high  accoimt  balance 
or  is  over  FDIC  insurance  limit 


Securities 


Company 


FOR  INTERNAL  USE  ONLY 
NOT  FOR  DISTRIBUTION  TO  THE  PUBLIC 
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lO  INCENTIVE  PAYMENT  REPORT 
FOR  DECEMBER  PRODUCTION 


SALES  CREDtTS  47.059.76 

<L£SS>:   ERRORS  CHARGED  GROSS  0.00 

PLUS:   CANCEL  AND  REBU.L  CHARGES  0.00 

ADJUSTED  SALES  CREDITS  47,059.76 

<LESS>:   NET  REFERRAL  ADJUSTMENT  (1.951.75) 

NET  SALES  CREDITS  45.108.01 

RATE  35% 

SALES  CREDIT  INCENTIVE  15.787.80 

PLUS<LESS>:   SALARY/DRAW  (2,724.58) 


TRANSITION  BONUS  0.00 

ERRORS  AND  LOSSES  0.00 

PRIOR  MONTH  NEGATIVE  CARRYFORWARD  0.00 


DECEMBER  1992  MONTHLY  INCENTIVE  (NEGATIVE  CARRYFORWARD)  13.063.22 


TOTAL  GROSS  PAYMENT  ON  JANUARY  31.  1993  13.063.22 
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Senator  Pryor.  Thank  you,  Ms.  Hovis.  All  of  your  written  testi- 
mony will  be  made  a  part  of  this  record,  and  we're  going  to  start 
a  little  series  of  questions  here,  if  we  could,  for  this  panel. 

Let  me,  if  I  could,  go  to  Ms.  DeMint  and  ask,  if  you  had  known 
that  these  funds  were  not  insured  by  the  bank  in  which  you  were 
investing,  would  you  have  at  that  time  consented  to  having  your 
money  invested  in  such  a  product? 

Ms.  DeMint.  Absolutely  not,  sir.  Had  I  known  that  I  was  dealing 
with  somebody  other  than  the  actual  bank  itself,  some  kind  of  bro- 
kerage firm,  there  would  be  no  way.  I  truly  believed  I  was  buying 
Grovemment  bonds  that  were  like  savings  bonds,  that  this  is  what 
I  was  purchasing. 

Senator  Pryor.  Now,  you  actuEilly  trusted  the  bank  to  the  extent 
that  you  felt  like  the  bank  or  the  FDIC  was  insuring  these  particu- 
lar fiinds. 

Ms.  DeMint.  This  fellow,  this  representative,  told  me  the  only 
thing  that  I  could  lose  was  if  every  bank  in  the  entire  United 
States  of  America  went  broke.  That  would  be  the  only  way  I  could 
lose  an3d:hing  at  all. 

Senator  Pryor.  Now,  once  again,  describe  for  the  Committee  this 
individual.  Was  he  an  employee  of  the  bank? 

Ms.  DeMint.  He  is  an  employee  of  the  securities  division  of  the 
bank. 

Senator  Pryor.  Of  the  securities  division. 

Ms.  DeMint.  He's  a  broker. 

Senator  Pryor.  And  was  your  case  referred  by  one  of  the  tellers? 
How  did  you  get  notice  of  the  investment? 

Ms.  DeMint.  To  begin  with,  the  verbal  was  over  the  phone.  I 
spoke  to  them,  and  they  said  that  they  could  give  me  better  rates, 
they  would  have  somebody  from  the  bank  call  me  and  discuss  this 
with  me.  That  was  when  this  male  representative  called,  and  I  as- 
sumed that  this  was  the  bank  calling  me,  and  this  was  when  he 
offered  me  the  6  to  7  percent  for  the  Grovemment  bonds.  I  later 
made  an  appointment,  and  I  went  down  to  the  bank  itself,  and 
that's  where  I  discussed  everything. 

Senator  Pryor.  Now,  Mr.  Wells,  I  read  your  full  statement  and 
you  said  that  you  were  just  a  small  fish  or  what  have  you  and  you 
kind  of  gave  up  your  fight  against  the  bank  to  retrieve  your  funds 
and  put  them  into  an  insured  investment.  Tell  us  a  little  bit  about 
how  the  bank  treated  you  there. 

Mr.  Wells.  When  I  went  back,  and  as  I  said,  I  couldn't  find  ei- 
ther of  the  people  that  I  had  dealt  with,  it  was  just  like,  you  know, 
"You're  sort  of  making  a  nuisance  of  yourself,  and  there's  nothing 
we  can  do  for  you,"  and  I  knew  if  I  started  raising  a  ruckus,  they 
were  going  to  throw  me  out  or,  worse,  I  would  lose  money  probably 
getting  myself  out  of  trouble.  So  figuring  the  amount  of  money,  I 
said  I  would  just  go  ahead  and  take  the  loss  and  forget  about  it, 
which  I  had  decided  to  do. 

Senator  Cohen.  Have  you  changed  your  mind  since?  Are  you  try- 
ing to  get  the  $500  back? 

Mr.  Wells.  Yes,  sir.  The  best  thing  that  ever  happened  was 
when  I  read  about  Ms.  DeMint  and  when  I  met  Attorney  Alpert. 

Senator  Pryor.  And  you  got  the  bank's  attention  at  that  time. 

Mr.  Wells.  Oh,  definitely  so,  sir.  Yes,  sir. 
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Senator  Pryor.  But  it  took  that  to  do  it. 

Mr.  Wells.  It  took  that.  Until  then  it  was  almost  like  a  joke 
when  I  would  go  into  the  bank  and  try  to  talk  to  the  people,  be- 
cause they  simply  just  ignored  me. 

Senator  Pryor.  Did  any  of  your  friends  get  into  this  same  situa- 
tion that  you  talked  about?  You  said  that  you're  kind  of  a  knowl- 
edgeable investor. 

Mr.  Wells.  None  of  my  friends  got  into  it.  As  a  matter  of  fact, 
because  I  thought  I  was  a  knowledgeable  investor,  I  don't  talk  to 
my  friends  too  much  about  it,  because  it  doesn't  show  I  was  too 
smart  to  get  taken  that  way. 

Senator  Pryor.  I  bet  they  don't  look  for  you  anymore. 

Ms.  Park,  you  mentioned  that  you  basically  got  fired  from  your 
job,  and  you  think  the  reason  is  that  I  guess  you  kind  of  blew  the 
whistle  and  you  said,  'These  people  are  not  trained  to  sell  these 
securities."  Is  that  correct? 

Ms.  Park.  Well,  when  I  first  began  training  the  particular  course 
for  the  bankers,  one  of  my  observations,  much  to  my  dismay,  was 
that  the  course  was  called  "Sales  and  Operations,"  and  in  fact,  the 
vast  majority  of  the  40-week  course  was  on  sales  techniques  and 
operations  and  virtually  no  information  was  provided  to  the  bank- 
ers on  investment  theory,  financial  planning,  or  even  any  informa- 
tion on  the  financial  market  or  a  comparison  of  other  products 
available. 

Senator  Pryor.  Well,  do  you  think  that  the  recent  announcement 
that  all  bank  brokers  are  going  to  be  required  to  take  the  NASD 
exam  is  going  to  be  of  benefit? 

Ms.  Park.  I  believe  that  that  may  be  of  some  benefit,  but  that's 
only  a  starting  point.  I  think  that  anyone  who  professes  to  be  an 
investment  advisor,  counselor,  broker  needs  to  have  a  minimum 
background  in  investments  so  that  they  understand  what  it  is 
they're  recommending.  For  example,  if  a  banker  suggests  a  U.S. 
Government  bond  fund,  it's  important  to  know  that  those  bonds  are 
of  high  quality,  but  they  also  need  to  understand  what  will  happen 
to  that  bond  fund  as  interest  rates  change  so  they  can  adequately 
communicate  that  to  the  customer  so  the  customer  is  in  possession 
of  the  full  story  and  can  then  make  an  informed  decision. 

Senator  Pryor.  Now,  in  your  testimony  or  perhaps  the  testimony 
of  Ms.  Hovis,  one  of  the  two  of  you  made  reference  to,  I  believe, 
proprietary  securities.  What  is  that? 

Ms.  Park.  It's  a  generic  product.  It's  the  bank  brand  fund. 

Senator  Pryor.  Say  First  State  Bank  of  whatever  town,  USA  has 
a  proprietary  security — could  you  give  me  an  example  of  that? 

Ms.  Park.  Yes.  This  was  the  proprietary  mutual  fund  of  the  last 
bank  that  I  worked  for,  U.S.  Government  Fund,  and  right  on  the 
cover  it  says  "Generating  Income  for  Conservative  Investors,"  and 
this  is  a  private  label  that  my  bank  managed,  for  which  they  got 
a  fee  for  every  dollar  invested  in  this  fund  on  an  annual  basis. 

Senator  Pryor.  So  they  sort  of  generated  their  own  fees. 

Ms.  Park.  Exactly. 

Senator  Pryor.  Now,  is  that  particular  fund  insured  by  the  U.S. 
Government  or  \he  FDIC? 

Ms.  Park.  No  mutual  fund  is  insured  or  guaranteed  in  any  way 
whatsoever. 
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Senator  Pryor.  Was  the  incentive  for  the  broker  and  the  em- 
ployee of  the  bank  to  steer  potential  customers  to  that  particular 
fiind  or  to  buy,  say,  other  mutual  funds  that  are  listed  daily  in  the 
stock  market  sections  of  the  paper? 

Ms.  Park.  There  was  tremendous  pressure  to  sell  one  of  the 
bank's  family  of  funds.  The  bankers  I  trained  were  not  permitted 
to  sell  anything  except  the  bank  funds.  They  did  not  get  any  com- 
mission dollars  or  any  sales  credit  for  selling  anything  else.  For 
other  brokers  in  the  bank  who  had  a  license  to  sell  a  full  range  of 
products,  there  was  tremendous  incentive  to  sell  bank  products. 
There  were  contests,  referrals,  extra  money  paid,  cars,  trips,  that 
sort  of  thing.  There  also  were  lists  of  each  individual's  production 
in  these  funds  circulated  throughout  the  bank.  So  even  if  you  had 
a  good  practice  selling  other  investment  products,  your  name  could 
end  up  being  on  the  bottom  of  the  list  if  you  were  not  selling  the 
bank's  own  fands. 

Senator  Pryor.  Ms.  Hovis,  I  think  you  come  at  this  a  little  dif- 
ferently than  Ms.  Park.  You  yourself  were  not  in  the  bank,  were 
you?  You  were  an  outside  broker.  Am  I  correct? 

Ms.  Hovis.  For  the  bank.  Both  of  us  worked  for  banks  who  had 
subsidiaries. 

Senator  Pryor.  Were  you  physically  located  in  the  bank  build- 
ing? 

Ms.  Hovis.  Yes,  I  was. 

Senator  Pryor.  In  the  lobby? 

Ms.  Hovis.  Yes. 

Senator  Pryor.  OK. 

Ms.  Hovis.  I  had,  when  I  started  as  a  broker  for  the  bank,  six 
bank  branches  that  were  assigned  to  me,  and  we  sat  at  the  desks, 
in  offices,  and  ultimately,  through  several  changes,  the  bank  now 
has  permanent  offices  in  each  bank  branch  that  physically  can  han- 
dle that.  So  even  though  they  have  a  separate  office  and  a  small 
sign  that  we  work  for  a  different  company,  the  consumer  walks  into 
the  FDIC-insured  bank.  And  throughout  the  lobby,  all  of  the  pro- 
prietary products  which  the  bank  sells  are  very  similar  to  the  name 
of  the  bank  in  color  and  in  name,  so  there's  a  tremendous  amount 
of  confusion.  The  signage  may  exist,  but  it's  under  the  umbrella  of 
the  FDIC-insured  bank. 

Senator  Pryor.  I  see. 

I  have  a  few  more  questions  left,  but  I'm  going  to  yield  to  my 
friend  and  colleague,  Senator  Cohen. 

Senator  COHEN.  Thank  you,  Mr.  Chairman. 

Ms.  DeMint,  were  you  ever  given  or  sent  a  prospectus? 

Ms.  DeMint.  No,  sir. 

Senator  COHEN.  Were  you  ever  told  there  would  be  fees  or  other 
types  of  charges? 

Ms.  DeMint.  No,  sir.  The  only  thing  that  I  was  told  was  that  if 
I  withdrew  this  before  the  5-year  maturity  date,  that  there  would 
be  a  penalty  for  early  withdrawal. 

Senator  Cohen.  Mr.  Wells,  you  were  told  the  same  thing,  except 
I  think  you  testified  you  did  receive  a  prospectus. 

Mr.  Wells.  Yes,  sir.  I  received  the  prospectus  after  my  check 
was  mailed  to  the  bank. 
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Senator  COHEN.  And  did  you  understand  at  the  time  you  made 
the  transaction  that  there  would  be  fees  and  charges  and  other 
t3T)es  of  assessments? 

Mr.  Wells.  No,  sir.  When  I  made  the  transaction,  the  only  thing 
I  knew  was  that  I  was  given  a  bank  account  that  was  going  to  pay 
me  5  percent  for  5  years,  with  the  only  penalty  if  I  withdrew  prior 
to  the  5  years. 

Senator  Cohen.  Let  me  ask  Ms.  Park  and  Ms.  Hovis,  what  is  a 
security? 

Ms.  Hovis.  Go  ahead,  Laura. 

Ms.  Park.  Thank  you,  Kate. 

A  security  is  basically  an  investment.  If  I  define  a  stock,  that  is 
ownership  in  America's  corporations.  A  bond  is  a  security.  It  is  a 
debt  instrument. 

Senator  COHEN.  What  is  secure  about  it? 

Ms.  Park.  The  security  comes  through  diversification  and  time 
for  the  security  to  do  its  job. 

Senator  COHEN.  Let  me  ask  you,  government  securities,  are  they 
more  secure  than  a  mutual  fund? 

Ms.  Hovis.  It  could  be  the  same  thing.  Government  securities 
can  be  a  mutual  fund.  The  confusion,  if  I  may,  ensues  that  the  mu- 
tual fund,  as  a  Government  securities,  is  not  insured.  What  the 
mutual  fund  buys  may  be.  There  may  be  5-year  treasuries  which 
are  guaranteed  by  the  U.S.  Government,  but  the  mutual  fund  and 
the  fluctuation  of  those  values  are  not  guaranteed.  So  the  confusion 
is  created  by  the  dual  terminology. 

Ms.  Park.  And  I  think  that  you've  put  your  finger  on  the  prob- 
lem, that  what  might  be  labeled  full  disclosure  does  not  mean  it 
is  clear  communication  and  that  the  customer  understands  both 
the  risks  as  well  as  potential  benefits,  why  we're  suggesting  that 
they  invest  in  our  recommendations,  what  that  might  do  for  them. 
And  I  think  that  if  we  were  providing  that  service  so  the  customer 
could  make  a  fully  informed  choice,  they  would  do  one  of  two 
things.  They  would  either  invest  in  mutual  funds  with  the  knowl- 
edge that  they  should  have,  or  they  would  go  back  to  their  CDs 
pajring  the  rates  that  FDIC-insured  products  pay  and  be  satisfied 
with  that,  knowing  that  you  get  what  you  pay  for,  and  if  you  want 
a  greater  return,  you  have  got  to  take  more  risks. 

Ms.  Hovis.  I'd  like  to  address,  if  I  may,  the  fact  that  you  recently 
passed  legislation  that  requires  the  employees  of  the  bank  to  be- 
come licensed.  Just  because  you  have  a  license  doesn't  mean  that 
you  are  properly  selling  investments.  You  can  take  a  class  and  get 
a  license  on  rebuilding  an  automobile,  but  you  can't  maybe  walk 
out  there  tomorrow  and  explain  it  and  work  with  that  car  again. 
That  license  could  be  a  license  to  steal  in  some  ways.  So  it  has  to 
be  utilized — a  license  has  to  be  utilized  in  the  proper  environment. 
So  I  did  want  to  address  that  point.  There  are  a  lot  of  licensed  bro- 
kers out  there  that  are  not  properly  disclosing  the  tjrpes  of  invest- 
ments the^re  selling. 

Senator  Cohen.  I'd  like  to  come  back  to  the  point  that  I  think 
when  we  use  terminology,  that  in  itself  is  confusing.  When  you  talk 
about  investment  securities,  people  have  to  understand  that  there's 
nothing  secure  in  the  sense  they're  going  to  get  their  money  back. 
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They  may  in  fact  lose  it  all,  unless  we're  talking  about  Government 
securities,  in  which  the  Federal  (Jovemment  would  have  to  fail. 

You  talked,  Ms.  Hovis,  about  the  misleading  terms,  and  if  you 
could  put  chart  No.  2  back  up — Government,  income,  term,  trust, 
2004.  At  the  top  of  that  it  says,  "Proper  disclosure  must  accompany 
each  and  every  product  presentation  and  recommendation.  Account 
executives  have  a  responsibility  to  assure  that  advice  and  specific 
product  recommendations  are  both  appropriate  and  suitable  for 
customers."  Was  that  done  in  your  bank? 

Ms.  Hovis.  In  my  opinion,  no,  it  has  not  been  done,  because 
there  is  a  very  serious  lack  of  supervision  by  having  these,  in  many 
cases,  inexperienced  brokers  out  in  bank  branches  with  no  super- 
vision in  how  they  are  selling,  and  once  again,  it  is  imperative  that 
you  remember  that  the  initial  point  of  sale  typically  comes  from  the 
bank  employee,  then  referred  on  to  the  broker.  So  proper  disclosure 
may  be  given,  but  how  it  is  given  or  not  explained  is  unsupervised. 

Senator  Cohen.  Ms.  Park,  what  about  your  banks  where  you 
worked? 

Ms.  Park.  I  would  say  definitely  not,  and  it  is  because  the  bank- 
ers I  was  training  clearly  did  not  have  the  background  or  training 
to  know  what  a  suitable  investment  was  or  to  be  able  to  give  a  cus- 
tomer a  clear  explanation  of  it.  They  might  learn  one  fund  and 
make  that  fit  every  investor  they  came  across,  and  so  every  inves- 
tor might  have  gotten  U.S.  Government  Fund  or  perhaps  a  utility 
fund.  I  think  it  was  not  so  much  the  part  of  the  bankers.  I'll  submit 
to  you  that  they  were  naive.  They  did  not  really  know  what  they 
were  doing,  except  that  the  hank  was  paying  and  incenting  their 
behavior,  and  so  they  didn't  see  a  problem  with  writing  a  mutual 
fund  ticket  for  $50,000  or  $100,000. 

Senator  Cohen.  Mr.  Wells,  Ms.  DeMint,  I  assume  that  you  were 
never  counseled  on  what  would  be  a  suitable  or  appropriate  invest- 
ment for  you  depending  upon  your  income,  your  assets,  or  other  in- 
vestments you  might  have.  Was  that  kind  of  advice  ever  given  to 
either  one  of  you  before  you  invested? 

Ms.  DeMint.  Not  to  me,  sir.  There  was  no  talk  of  investments. 
I  even  asked  him,  I  said,  "Just  give  me  a  ballpark  figure  on  the 
$60,000  of  the  amount  of  interest  that  I'm  going  to  have  in  5 
years,"  and  it's  written  on  one  of  my  receipts.  He  told  me  I  would 
have  a  minimum  of  $75,000  out  of  the  $60,000.  Now,  how  could 
that  be  if  I  was  going  to  lose  principal? 

Senator  Cohen.  Ms.  Park,  if  I  could  ask  you  one  other  question, 
I  think  you  indicated  you  took  a  series  7  license  exam,  that  some 
bank  employees  received  a  series  6  license. 

Ms.  Park.  Yes. 

Senator  Cohen.  Would  you  explain  the  difference  to  me  in  terms 
of  what  that  would  qualify  the  person  who  passed  the  series  7  for 
versus  those  for  the  series  6? 

Ms.  Park.  Yes;  that's  a  good  question.  Series  6  allows  the  bank 
employee  to  sell  only  mutual  funds,  although  the  licensing  would 
permit  them  to  sell  any  company's  mutual  fund.  By  bank  policy, 
they  were  restricted  to  only  selling  the  bank's  fund.  Whereas  with 
a  series  7  license,  that's  a  license  to  sell  a  full  range  of  investment 
products — ^mutual  funds,   individual  municipal   bonds,   individual 
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stocks,  individual  Government  bonds — to  be  able  to  provide  a  full 
range  of  services. 

Senator  Cohen.  Well,  is  it  then  in  the  bank's  interest  to  hire 
only  those  who  have  the  series  6? 

Ms.  Park.  Yes,  sir,  because  they  have  to  pay  them  far  less  than 
they  would  have  to  pay  a  series  7  licensed  broker. 

Senator  COHEN.  And  they  only  recommend  the  investment  in  the 
bank's  funds. 

Ms.  Park.  That  is  correct,  and  they  also  don't  have  to  really 
worry  about  any  other  investment,  because  they're  not  concerned 
about  it. 

Senator  COHEN.  Are  there  situations  in  which  those  who  are  li- 
censed for  series  6  status  breech  that  barrier  and  also  make  rec- 
ommendations pertaining  to  other  investments,  in  your  experience? 

Ms.  Park.  Yes,  I  believe  that  there  was.  I  believe  that  one  of  our 
people  recommended  another  investment  and  was  terminated  as  a 
result  of  that.  Violated  the  licensing  requirement,  should  have  re- 
ferred it  to  a  series  7,  did  not  do  that. 

Senator  Cohen.  OK.  I  yield  to  my  colleague.  Senator  Bums. 

Senator  Burns.  Thank  you  very  much. 

I  am  struck  by  this.  I  think  I  want  to  pursue  that  we  can  pass 
all  kinds  of  laws,  licensing  requirements,  but  we  can't  do  anything 
about  ethics  in  a  financial  institution.  I  didn't  know  that  the  bank 
had  the  freedom  just  to  pass  the  information  of  your  accounts 
Eiround  to  everybody  in  the  bank  or  that  the  bank  was  allowing 
that  to  be  made  public  knowledge  to  the  rest  of  the  people  of  the 
world.  Is  that  a  common  practice  among  all  banks? 

Ms.  Hovis.  I  can  only  speak  for  the  bank  that  I  was  employed 
with.  Senator,  and  it  is  a  very  common  practice.  Very  common.  We 
had  complete  access  to  the  bank's  computers. 

Senator  Burns.  I  tried  to  change  banks  one  time,  but  I  couldn't 
transfer  an  overdraft,  and  they  wouldn't  take  that. 

I'm  struck  by  this.  I  mean,  I  just  can't  believe  it,  because  I  hap- 
pen to  believe  that  these  people  here,  and  even  me  as  an  individual 
if  I  do  business  with  that  institution,  that  information  is  just  for 
me  and  my  banker  and  nobody  else.  I've  always  had  that  feeling, 
and  I  guess  I'm  really  struck  by  this,  and  I  don't  know  how  to  react 
to  that.  Because  any  decisions  on  my  financial  future  have  to  be 
made  by  me,  and  just  because  a  person  that's  in  a  position  of  con- 
fidentiaJity,  and  then  he  uses  that  to  market  seems  like  we  have 
a  terrible  problem  with  ethics  here  in  our  banking  institution. 

Ms.  Hovis.  We  agree. 

Ms.  Park.  Because  that  was  also  a  very  widespread  practice  at 
my  bank.  As  a  matter  of  fact,  it  was  exploited  by  the  marketing 
department.  All  of  the  information  on  all  of  the  customers  is  en- 
tered into  a  central  computer.  The  marketing  department  then 
makes  lists  based  on  certain  lists  of  criteria  £ind  then  distributes 
those  lists  for  the  blitz  night  that  we  had  a  poster  on  for  fabulous 
prizes  and  wealth. 

Ms.  Hovis.  Ms.  Park  and  I  worked  for  separate  institutions,  and 
having  met  each  other  because  of  this  experience,  we  have  really 
been  in  awe  as  to  the  similarities  of  two  totally  different  banks. 
The  institution  I  worked  for,  if  you  had  a  safety  deposit  box,  your 
name  was  given  to  a  broker,  because  it  may  be  that  you  have  bonds 
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in  your  box,  and  we  can  hold  those  bonds  in  safekeeping.  It  was 
a  very  common  practice  that  the  brokers  could  go  to  the  branch 
manager  and  say,  "I  want  a  list  of  every  account  holder  that  has 
over  $100,000,"  and  they  would  get  a  printout  and  start  to  direct 
mail  or  call,  or  both. 

Senator  Burns.  That  explains  a  lot  of — out  in  Montana — let  me 
just  relate  this  little  story  to  you — I  used  to  work  for  a  livestock 
commission  company  and  I  still  order  my  cattle  and  we  run  large 
sums  of  money,  especially  this  time  of  the  year  when  this  is  the 
shipping  time  and  delivery  time  and  the  other  day — I'm  running 
for  re-election — a  man  came  in  and  wanted  to  support  my  cam- 
paign and  wanted  to  give  me  cash  and  he's  in  the  sheep  business 
up  in  the  northern  part  of  the  State.  And  I  can  remember  him  com- 
ing  

Senator  Pryor.  Is  anyone  from  the  Federal  Election  Commission 
here? 

Senator  Burns.  I  know,  and  I'll  make  this  very  public.  It  doesn't 
make  any  difference,  because  this  is  the  way  I  handled  it.  I  couldn't 
take  the  man's  money,  and  it  broke  his  heart.  He  said,  "Well,  I 
don't  understand  that.  They'll  take  my  money  when  I  buy  a  truck." 
But  he  came  in  there  with  cash  money,  and  I  remember  that  man 
when  we  used  to  sell  his  livestock  he  would  take  the  check  from 
the  commission  company  right  to  the  bank,  get  his  cash,  and  he'd 
go  back  to  the  hills.  I  think  he's  got  money  buried  all  over  that 
ranch  up  there.  But  maybe  he  found  this  out  a  long  time  ago,  "By 
gosh,  I'm  going  to  handle  my  own." 

I'm  wondering — -just  going  through  and  listening  to  the  testi- 
mony, I  don't  know  how  to  attack  this  problem,  Mr.  Chairman,  be- 
cause I  see  that  it's  a  problem,  but  it's  a  problem  that  everybody 
knows  what  you're  doing,  what  we  think  should  be — I  think  Ms. 
DeMint,  her  financial  condition  should  be  her  business  and  the 
business  and  the  confidentiality  of  her  broker  or  her  banker,  who- 
ever she  chooses  to  do  business  with.  It  ain't  nobody  else's  busi- 
ness, and  nobody  else  should  be  giving  out  that  information.  So  I'm 
sa3dng  no  matter  what  kind  of  a  law  we  pass,  what  kind  of  ethics 
are  we  talking  about  here? 

Senator  Pryor.  We're  going  to  be  asking  the  second  panel  some 
of  those  very  questions,  so  don't  leave.  I  hope  you'll  ask  that  second 
panel  some  of  those  very  questions. 

Ms.  Park.  I  think  one  point  we  might  make  is  that  in  terms  of 
ethics,  it's  very  important  that  all  of  us  have  the  right  to  retain 
counsel  and  to  get  the  institution's  attention  by  taking  legal  action. 

Senator  Burns.  I  don't  have  too  much  love  for  the  legal  profes- 
sion, so  I  have  real  problems  with  that.  I  want  to  avoid  them  fel- 
lows if  I  can,  or  women,  whichever  it  is.  I'm  going  to  leave  that  to 
the  Chairman.  But  I  just  want  to — I've  got  to  go,  because  I've  got 
to  manage  an  appropriations  on  the  floor,  but  I  just  want  to  put 
in  that  I'm  just  struck  by  the  fact  that  all  this  information  becomes 
very  public  on  what  I  consider  very  private  business. 

Ms.  Hovis.  Senator,  before  you  leave,  we  do  have  documents  that 
are  in  the  paperwork  that  you've  received  that  shows  a  very  tjrpical 
case  of  a  customer's  account  balance  printed  up  and  just  freely 
given  and  some  notes  given,  and  in  answer  to  your  question,  I  be- 
lieve that  there  are  regulations  in  force  at  this  time,  but  they're  not 
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enforced.  We  have  them.  We  need  to  make  sure  that  all  the  regula- 
tions that  are  out  there  are  enforced.  And  as  I  mentioned,  I  have 
been  told  that  in  the  State  of  Florida,  which  we  represent,  those 
regulations  exist,  but  they  have  been  ignored,  and  no  one  is  polic- 
ing that  or  accepting  the  responsibility  to  do  so. 

Senator  Burns.  Well,  now,  let  me  ask  another  question  here.  If 
those  regulations  are  there,  whose  responsibility  is  it  to  enforce 
them?  Is  it  the  State  banking  regulators? 

Ms.  Hovis.  Again,  prior  to  coming  today,  I  have  spoken  with  sev- 
eral different  enforcement  agencies,  and  I  have  to  be  very  candid 
that  when  the  different  offices,  be  it  the  SEC,  the  OCC,  or  the  Flor- 
ida Banking  Commission  were  there,  it  seemed  as  if  no  one  wanted 
to  address  it  or  accept  responsibility.  I'm  just  a  regular  person  that 
gets  up  every  day  and  goes  to  work.  I  do  not  understand  the  poli- 
tics involved  with  this,  but  it  was  apparent,  having  some  intel- 
ligence, that  there  is. 

Somebody  needs  to  accept  the  responsibility  and  have  the  cour- 
age to  stand  up  and  say,  **We  should  have  been  doing  this.  Our  di- 
vision is  responsible."  I  saw  those  three  divisions  literally  give  up, 
and  I  felt  that  it  was  a  waste  of  time,  that  nobody  really  wanted 
to,  I  believe,  for  political  reasons,  accept  the  responsibility.  We 
have  policemen,  but  they're  not  policing. 

Senator  Burns.  Well,  I  never  had  any  calls  from  a  banker,  be- 
cause I've  never  had  any  money.  I  don't  have  an  account  large 
enough  for  them  to  pass  on  to  anybody.  But  it  just  strikes  me  as 
even  within  the  banking  industry,  this  should  be  somewhere  in 
their  code  of  ethics  that  there  has  to  be  some  confidentiEdity  of  a 
person's  business  and  his  wherewithal  in  that  banking  institution. 
You  see,  if  you  are  assigned  to  one  part  of  that  bank,  I  don't  think 
it's  any  of  your  business  what  I  have  in  my  bank  account.  Nothing 
personal. 

Mr.  Wells.  Sir,  if  I  might  add,  please,  to  what  you  were  saying, 
I  was  dealing  with  another  institution,  and  I  had  some  CDs  ma- 
ture. As  soon  as  I  went — it  was  several  thousand  dollars.  As  soon 
as  I  went  there,  the  first  thing  I  was  told  after  I  got  my  check  was, 
"Go  over  and  talk  to  the  gentleman  sitting  there  to  see  about  in- 
vesting my  money,"  and  I  said,  "I  don't  want  to.  I  would  prefer  to 
get  a  CD."  She  said,  "Well,  he  might  could  give  you  a  good  deal." 
But  I  guess  this  lady  had  to  do  this. 

Ms.  Hovis.  I  believe  that  you'll  find  it  possibly  more  prominent 
in  the  State  of  Florida  because  we  have  so  many  retirees  who  feel 
the  confusion,  and,  again,  I  believe  that  the  banks — ^there  is  a 
sense  of  greed,  and  that  they  are  capitalizing  upon  that  by  not 
abiding  by  the  letter  of  the  law,  and  they  recognize  the  oppor- 
tunity. When  you  sell  a  proprietary  mutual  fund  that  the  bank 
manages,  the  bank  gets  an  up-front  fee,  the  teller  gets  paid,  the 
broker  gets  paid,  and  for  every  year  that  that  fund  remains  on  the 
books,  the  bank  gets  an  annual  management  fee.  So  we're  talking 
about  a  very  substantial  financial  incentive. 

You  all,  I'm  sure,  are  aware  of  the  fact  that  billions  of  dollars  in 
the  last  several  years,  with  declining  interest  rates,  have  gone  out 
of  banks  into  mutual  funds.  Now,  you  just  think  for  a  moment,  if 
we  are  forced  to  sell  these  proprietary  funds,  the  banks  may  have 
lost  CDs,  but  it  is  fairly  evident  that  they've  made  a  lot  more 
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money,  and  the  incentive  was  there  to  do  so.  So  the  regulations, 
again,  may  exist,  but  the  incentive  was  there  not  to  enforce  them. 

Senator  Burns.  Well,  I  appreciate  it,  and,  again,  Mr.  Chairman, 
I  appreciate  you  having  this  hearing  today,  because  it's  been  very 
enlightening  to  me,  and  I  appreciate  your  testimony.  We've  got  to 
study  this  very  carefully — I  think  we  have  to  study  it.  I'm  saying, 
though,  that  I'm  not  real  sure  we  don't  have  the  regulation.  I'm  not 
sure  that  a  law  needs  to  be  passed.  I'm  thinking  the  banking  indus- 
try has  got  to  take  a  look  at  themselves,  because  we  can  do  every- 
thing but  ethics  around  here.  I  thank  you,  and  I  thank  you  for  this 
time,  and  I  thank  you  for  your  testimony. 

Senator  Pryor.  Senator  Bums,  thank  you  very  much,  and  a  final 
question  or  two.  Do  the  State-chartered  banks  differ  in  their  regu- 
lations versus,  say,  the  federally  chartered  banks,  or  are  the  regu- 
lations the  same? 

Ms.  Hovis.  I  can't  answer  that  question.  I  don't  know  that. 

Senator  Pryor.  Is  this  the  Federal  Government's  role,  then,  or 
the  State  government's  role;  who  is  best  qualified  to  sort  of  enforce 
this  area? 

Ms.  Hovis.  I  don't  believe  we  can  answer  that  question,  not  being 
attorneys  and  not  knowing  the  certain  laws  of  the  banks  and  how 
each  of  those  are — — 

Senator  Pryor.  We're  going  to  ask  the  next  panel  this. 

Senator  Burns.  You  don't  have  to  carry  that  jdeld. 

Ms.  Hovis.  No. 

Senator  Pryor.  You  all  might  be  aware  that  Senator  Bums  is  an 
auctioneer. 

Audience  Voice.  That's  worse  than  a  lawyer. 

Senator  Pr\OR.  It's  not  as  bad  as  a  politician,  though.  He  got  out 
of  the  auctioneering  business  and  became  a  politician.  But  he  made 
several  references  to  that,  and  I  just  wanted  you  to  know  a  little 
bit  about  his  background  before  he  came  to  the  U.S.  Senate. 

We  want  to  thank  all  of  our  panelists  this  morning.  You  have 
really  served  a  real  purpose  to  our  country,  and  this  is  going  to 
help  to  educate  a  lot  of  people  who  are  looking  at  investing  and 
who  might  be  sort  of  taken  in  or  might  not  have  full  disclosure  pre- 
sented to  them  about  those  potential  investments,  and  we  owe  you 
a  debt  of  gratitude.  Thank  you  very  much. 

Senator  Burns.  I  think  the  exposure  will  do  a  lot. 

Senator  Pryor.  I  think  that's  true. 

Thank  you  very  much. 

Senator  Pryor.  We  will  ask  our  second  panel  to  come  forward. 
We  welcome  our  second  panel  this  morning.  We  have  Denise 
Crawford.  Denise  Crawford  is  the  Texas  Securities  Commissioner 
and  Chair  of  the  Bank  Securities  Activities  Committee  of  the  North 
American  Securities  Administrators  Association,  This  organization 
is  the  national  voice  of  some  50  State  security  agencies.  It  is  re- 
sponsible for  investor  protection  and  the  efficient  functioning  of  the 
capital  markets  at  the  grassroots  level. 

Our  second  panelist  this  morning  is  Alfred  Pollard.  He's  the  sen- 
ior director  for  legislative  affairs  at  the  Bankers  Roundtable.  The 
roundtable  represents  the  Nation's  major  banking  companies,  and, 
Mr.  Pollard,  from  what  we  have  heard  this  morning,  I  think  that 
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your  testimony  is  going  to  be  very  interesting  £ind  challenging,  let's 
say. 

Then  we  have  Scott  Galloway.  He  is  the  co-founder  of  Prophet 
Market  Research  and  Consulting,  a  market  research  firm.  The 
Prophet  Company  has  done  a  study  which  is  the  largest  syndicated 
study  on  the  performance  of  investment  representatives  across  in- 
vestment institutes. 

We  welcome  all  three  of  you  today.  Ms.  Crawford,  we  would  ask 
if  you  would  lead  off. 

STATEMENT  OF  DENISE  VOIGT  CRAWFORD,  TEXAS  SECURI- 
TIES COMMISSIONER,  AND  CHAIR,  BANK  SECURITIES  AC- 
TIVITIES COMMITTEE,  NORTH  AMERICAN  SECURITIES  AD- 
MINISTRATORS ASSOCIATION,  WASHINGTON,  DC 

Ms.  Crawford.  Mr.  Chairman,  I  appreciate  very  much  haying 
the  opportunity  to  appear  before  your  committee  this  morning. 
There's  no  question  but  that  there  has  been  an  amazing  number 
of  developments  in  the  consumer  and  finance  areas  in  recent  years, 
and  most  of  those  have  been  very  positive.  However,  one  of  the  un- 
fortunate consequences  and  one  with  which  you've  been  very  much 
concerned  here  today  has  been  the  great  deal  of  customer  confu- 
sion, especially  in  the  retail  marketing  of  uninsured  investment 
products  at  banks  and  by  banks. 

Today  State  securities  regulators  across  the  country  are  report- 
ing case  after  case  of  consumer  confusion.  Primarily,  the  confusion 
is  based  upon  difficulties  understanding  the  difference  between 
FDIC  and  SIPC  insurance,  and  the  risks  and  fees  associated  with 
mutual  funds.  An  informal  look  by  State  securities  administrators 
at  what's  actually  going  on  in  bank  lobbies  makes  it  very  clear  that 
the  marketplace  is  sending  out  a  very  confusing  message. 

Some  securities  regulators  have  seen  false  comfort  on  the  part  of 
some  bank  customers.  The  truth  is  that  a  very  substantial  portion 
of  bank  customers  understandably  do  not  seem  to  grasp  the  fact 
that  banks  have  moved  beyond  their  narrow  and  traditional  busi- 
ness of  selling  only  FDIC-insured  products.  This  is  particularly 
true  in  the  case  of  older  Americans,  who  have  been  conditioned  for 
60  years  to  believe  that  all  products  sold  within  the  four  walls  of 
their  financial  institution  are  govemmentally  insured. 

A  review  of  the  customer  complaints  that  we  have  received  thus 
far  sets  forth  a  tjrpical  at-risk  bank  customer.  Usually  that  person 
is  retired,  most  often  over  the  age  of  70  years.  Historically,  that 
person  has  invested  only  in  bank  CDs  and,  as  such,  has  had  no 
real  investment  experience.  This  person  has  no  ability  to  assume 
risk  and  is  seeking  safety  of  principal.  This  person  does  not  under- 
stand the  risks  and  fees  associated  with  the  investment  product 
and  is  not  provided  with  the  proper  disclosure  of  these  facts.  Fi- 
nally, this  investor  or  consumer  mistakenly  believes  that  he  or  she 
is  dealing  with  a  bank  employee  rather  than  an  investment  rep- 
resentative when  that  person  is  purchasing  uninsured  investment 
products. 

Among  the  key  concerns  that  State  securities  regulators  have 
about  this  set  of  circumstances  is  the  covert  sharing  of  financial  in- 
formation between  the  bank  and  its  brokerage  affiliates.  This  has 
already  been  alluded  to  in  prior  testimony,  and  I  can  assure  you 


70 


it's  a  very  serious  problem.  We're  also  concerned  about  the  inappro- 
priate payment  by  broker  dealers  of  referral  fees  to  bank  employ- 
ees. This  obviously  encourages  bank  employees  to  misrepresent  or 
at  least  minimize  the  differences  between  traditional  bank  products 
and  uninsured  investment  products.  We're  concerned  about  inad- 
equate and  ineffective  disclosure.  Consumers  may  be  provided  with 
mountains  of  information,  but  it  is  either  unintelligible,  arrives  too 
late  to  be  helpful,  or  the  customer  relies  instead  entirely  upon  the 
oral  representations  of  the  salesperson. 

A  high  percentage  of  bank  brokerage  customers  are  first-time  in- 
vestors who  are  not  financially  sophisticated.  Clearly,  this  group  is 
the  most  vulnerable  to  being  intentionally  or  inadvertently  misled. 
Unfortunately,  the  regulatory  system  has  not  kept  pace.  The  ab- 
sence of  a  clear  road  map  for  how  banks  should  engage  in  this  ac- 
tivity is  the  result  of  our  illogical  and  inefficient  regulatory  struc- 
ture. What  NASAA  has  advocated  for  some  time  is  a  functional 
regulatory  approach  to  securities  activity  so  that  no  matter  where 
a  customer  buys  an  investment  product,  whether  from  a  brokerage 
firm,  a  bank,  or  elsewhere,  that  customer  is  afforded  the  same  high 
level  of  protection. 

In  closing,  I  would  like  to  emphasize  that  NASAA  is  not  opposed 
to  the  sale  of  securities  on  bank  premises.  We  all  recognize  that  the 
marketplace  has  changed,  and  we  all  need  to  respond  in  an  appro- 
priate fashion  to  protect  older  Americans.  Now  that  we've  discov- 
ered these  problems,  we  must  act  aggressively  and  cooperatively  to 
cure  them. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Ms.  Crawford  follows:] 
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Mr.  Chairman  and  Members  of  the  Committee: 

My  name  is  Denise  Voigt  Crawford.  I  am  Texas  Securities  Commissioner  and  chair  of  the 
Bank  Securities  Activities  Committee  of  the  North  American  Securities  Administrators 
Assoaation  (NASAA).  !n  the  U.S.,  NASAA  is  the  national  voice  of  the  50  state  securities 
agencies  responsible  for  investor  protection  and  the  efficient  functioning  of  the  capital 
markets  at  the  grassroots  level.  On  behalf  of  NASAA,  I  appreciate  the  opportunity  to 
appear  before  you  today  to  discuss  the  very  serious  consumer  protection  concerns  that 
arise  from  the  sale  of  uninsured  investment  products  on  bank  premises.' 

The  focus  of  today's  hearing  is  a  logical  extension  of  the  examination  this  Committee 
conducted  last  year  into  the  issue  of  "How  Secure  Is  Your  Retirement:  Investments 
Planning,  and  Fraud. "  During  that  session,  the  Committee  heard  from  three  of  my 
colleagues  who  testified  that  there  may  be  no  single  greater  -  and  preventable  --  cause 
of  dependency  on  the  part  of  older  Americans  than  the  loss  of  savings  due  to  financial 
fraud  and  abuse.  At  the  hearing  Barry  Guthary,  securities  commissioner  for  the 
Massachusetts  Securities  Division  and  then-president  of  NASAA,  identified  the  sale  of 
uninsured  investment  products  as  an  emerging  problem  area  for  older  Americans: 

"[ajs  this  nation's  financial  markets  continue  to  evolve,  new  investment- 
related  problems  will  emerge.  Today,  we  are  faced  with  two  such  issues 
which  warrant  the  attention  of  the  U.S.  Congress  and  state  and  federal 
regulators.  These  two  issues  are:  (1)  the  entry  of  banks  into  the  securities 
arena;  and  (2)  changes  in  pension  and  tax  laws.^ 

This  is  not  to  suggest  that  NASAA  is  opposed  to  the  sale  of  uninsured  investment 
products  on  bank  premises,  nor  should  this  statement  be  construed  to  imply  that  NASAA 
believes  there  is  anything  inherently  fraudulent  or  abusive  about  such  activity.  In  fact,  it 
is  the  Association's  position  that  banks  are  now  another  option  for  consumers  who  have 
money  to  invest  in  mutual  funds,  stocks  and  annuities  and  understand  the  risks  in  doina 
so.  ^ 


THE  SALE  OF  UNINSURED  INVESTMENT  PRODUCTS  ON  BANK  PREMISES: 

AN  OVERVIEW 

State  securities  regulators  are  in  an  unique  position  to  contribute  to  the  examination  being 
undertaken  by  this  Committee  into  the  risks  faced  by  older  Americans  who  purchase 
uninsured  investment  products  on  bank  premises.  As  it  became  increasingly  apparent 
over  the  last  year  or  so  that  banks  were  being  dramatically  transformed  from  their 
traditional  role  as  lending  and  deposit-taking  institutions  into  major  providers  of  uninsured 
investment  products,  NASAA  and  its  individual  members  agreed  that  in  order  to  formulate 
specific  policy  recommendations,  we  would  need  to  know  more  about  the  level  of 
consumer  understanding  of  the  risks  involved  in  purchasing  uninsured  products  at  banks 
and  more  about  how  it  is  that  these  financial  institutions  are  conducting  their  investment- 
related  activities. 

As  a  first  step,  NASAA  joined  with  the  American  Association  of  Retired  Persons  (AARP) 
to  commission  a  national  opinion  survey  in  which  we  sought  to  gauge  the  level  of 
consumer  understanding  of  the  risks  involved  in  purchasing  uninsured  products  through 
banks.  Individual  state  securities  regulators  followed  up  that  initiative  by  conducting  an 
informal  look  at  the  marketing,  promotional  and  sales  activities  at  banks  where  uninsured 
investment  products  are  now  being  offered.  Finally,  a  number  of  states  also  have 
submitted  information  concerning  the  complaints  they  now  are  starting  to  receive  from 
consumers  who  believe  they  have  been  misled  into  purchasing  uninsured  investment 
products  on  bank  premises. 

It  is  the  understanding  and  anecdotal  evidence  that  has  emerged  from  these  initiatives 
that  informs  NASAA's  testimony  here  today  and  provides  a  vivid  "snapshot"  of  the 
experiences  of  the  many  consumers  who  have  purchased  uninsured  investment  products 
on  bank  premises.  (It  should  be  emphasized  that  the  data  discussed  in  this  testimony 
is  not  held  out  to  be  a  precise  reflection  of  the  circumstances  of  ajl  consumers  who  make 
such  purchases.) 


'  For  purposes  of  simplification,  the  term  "bank"  is  used  throughout  this  testimony  to  refer  to  financial 
institutions  generally,  including  thrifts,  savings  and  loan  associations  and  credit  unions 

'  Statement  of  Barry  C.  Guthary,  president,  North  American  Securities  Administrators  Association  "How 
Secure  Is  Your  Retirement  Investments,  Planning,  Fraud'."  Hearing  before  the  Special  Committee  on  Aging 
United  States  Senate,  One  Hundred  Third  Congress.  First  Session,  t^ay  25,  1994.  Serial  No  103-8 
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What  we  learned  from  the  national  survey  Is  that  the  vast  majority  of  American  bank 
consumers  are  unaware  of  the  risks  and  fees  involved  in  the  uninsured  investment 
products,  such  as  mutual  funds  and  annuities,  that  are  now  increasingly  available  at  U.S. 
banks  and  other  financial  institutions.  The  survey  data  indicate  that  fewer  than  one  in  five 
bank  customers  knows  that  mutual  funds  (18  percent)  and  annuities  (14  percent)  are  osl 
insured  by  the  Federal  Deposit  Insurance  Corporation  (FDIC).  The  survey  also  found  that 
a  substantial  number  of  Americans  are:  unsure  about  the  risks  involved  in  such 
investments  sold  at  banks;  not  questioned  about  the  appropriateness  of  these 
investments  for  their  needs;  and  unaware  of  where  to  turn  for  regulatory  help  in  the  event 
they  have  a  problem  with  an  uninsured  investment  purchased  at  a  bank. 

The  infonnal  look  by  several  states  at  what  actually  is  going  on  in  bank  lobbies  makes  it 
very  clear  why  consumers  are  so  confused:  the  marketplace  is  sending  them  a 
bewildering  variety  of  mixed,  garbled  and  misleading  messages.  Among  the  problems 
uncovered  by  state  securities  regulators  at  the  banks  were:  a  blurring  of  the  distinction 
between  traditional  bank  deposit-taking  activities  and  the  sale  of  uninsured  investment 
products;  inadequate  or  misleading  disclosure;  and  a  serious  gap  in  the  protections 
available  to  consumers  who  purchase  securities  on  bank  premises.  Complaints  filed  with 
state  regulators  reveal  a  similar  pattern  of  bank  customers,  often  retirees,  being  convinced 
to  transfer  their  savings  from  insured  certificates  of  deposit  to  potentially  unsuitable 
investment  products  based  on  misleading  or  incomplete  disclosure  about  the  risks  and 
fees  associated  with  those  investments. 

Mr.  Chairman  and  Members  of  the  Committee,  the  primary  function  of  state  securities 
regulation  is  the  protection  of  small  investors  from  fraud  and  abuse  in  the  capital  markets. 
As  a  result,  we  see  the  day-to-day  implications  of  what  at  times  may  be  thought  of  on  the 
national  level  only  in  theoretical  terms,  or  worse  yet,  dismissed  as  mere  "turf  battles" 
between  competing  regulators  and  between  affected  industry  groups.  The  goal  of  NASAA 
in  exposing  the  real  and  potential  problems  associated  with  the  sale  of  uninsured 
products  on  bank  premises  is  both  to  help  educate  consumers  about  the  risks  and  fees 
of  these  investment  opportunities  and  to  help  demonstrate  why  it  is  that  new  rules  are 
necessary  to  close  the  "consumer  protection  gap"  that  now  exists  in  state  and  federal 
oversight  of  this  activity. 

It  is  NASAA's  view  that  the  time  has  come  for  federal  legislation  to  address 
comprehensively  the  interrelated  issues  of  securities  activities  conducted  on  bank 
premises  and  the  safeguards  needed  to  protect  consumers.  Recent  events  have  served 
to  underscore  and  to  bring  into  focus  the  concerns  expressed  by  NASAA  and  its 
members  about  the  steadily  increasing  role  of  banks  in  the  securities  markets  and  the 
lack  of  legally-mandated  investor  safeguards. 

The  simple  fact  is  that  the  laws  and  regulations  governing  the  activities  of  financial 
institutions  have  not  kept  pace  with  the  dramatic  changes  in  the  marketplace.  While  there 
have  been  serious  efforts  over  the  years  to  rationalize  the  oversight  of  new  bank  activities, 
we  nonetheless  are  left  today  with  a  regulatory  system  that  defies  common  sense,  is 
wholly  inadequate,  and  potentially  could  result  in  a  serious  and  devastating  loss  of 
consumer  confidence. 

NASAA  supports  the  adoption  of  federal  legislation  in  which  it  is  recognized  that  special 
circumstances  arise  when  uninsured  products  are  sold  at  banks  that  have  spent  many 
decades  persuading  consumers  to  trust  them  because  of  the  FDIC  protection  available 
for  their  traditional  deposit  products.  At  the  same  time,  state  securities  regulators  - 
individually  and  collectively  through  NASAA  ~  are  reviewing  the  adequacy  of  state 
securities  laws,  regulations  and  enforcement  programs  writh  respect  to  the  activities  of 
brokerage  firms  operating  on  bank  premises.  NASAA  also  is  working  with  representatives 
of  the  Securities  and  Exchange  Commission  (SEC)  and  the  National  Association  of 
Securities  Dealers  (NASD)  to  determine  how  we  may  best  work  together  to  protect 
consumers  who  purchase  investment  products  on  bank  premises. 
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THE  EROSION  OF  GLASS-STEAGALL  BARRIERS 

The  issue  of  whether  commercial  banks  should  be  allowed  to  tap  into  new  sources  of 
business,  including  the  sale  of  uninsured  products  in  the  lobbies  of  these  financial 
institutions  is  no  longer  an  academic  question.  The  fact  is  that  many  of  the  restrictions 
on  the  securities  activities  of  banks  erected  by  Congress  in  the  Glass-Steagall  Act^  have 
been  eroded  or  removed  through  judicial  and  administrative  decisio^s^  thereby  allowing 
banks  and  their  non-bank  affiliates  to  participate  in  a  broad  range  of  uninsured 
Investment-related  activities. 

The  regulatory  and  court  decisions  creating  loopholes  in  the  Depression-era  law  banning 
banks  from  the  securities  business  have  been  in  place  for  several  years  now.  However, 
It  only  has  been  recently  that  low  interest  rates  have  prompted  the  explosive  grovrth  in  the 
sale  through  banks  of  uninsured  products.  As  these  low  interest  rates  have  propelled 
consumers  to  search  beyond  traditional  bank  savings  products  for  better  returns,  more 
and  more  banks  have  moved  to  offer  their  clientele  a  wider  range  of  financial  products. 
Mutual  funds,  popular  with  consumers  for  a  number  of  reasons,  are  one  of  the  investment 
alternatives  that  many  banks  are  providing  in  their  bid  to  retain  customer  assets  and 
generate  new  sources  of  revenue. 

It  is  likely  that  the  involvement  of  banks  in  the  securities  markets  will  continue  to  grow  as 
bank  customers  move  away  from  insured  deposits  and  to  mutual  funds  and  other 
uninsured  products.  Today,  approximately  one-third  of  all  mutual  funds  are  available 
through  the  bank  channel.^  While  mutual  funds  may  be  the  investment  product  of  choice 
today,  it  should  not  be  assumed  that  in  the  future  banks  will  limit  their  investment-related 
activities  to  such  a  narrow  range  of  products.  Nor  should  concerns  about  the  potential 
for  consumer  harm  be  minimized  based  on  the  fact  that  banks  now  involved  in  the  sale 
of  uninsured  products  generally  have  confined  their  activity  to  mutual  funds.  As  one 
industry  observer  so  aptly  cautioned, " ...  the  'rising  tide'  in  mutual  fund  sales  has  masked 
the  fact  that  the  mutual  fund  business  is  not  immune  from  downturns  ...  ."^  Finally,  I 
cannot  help  but  wonder  what  we  would  be  facing  today  in  terms  of  a  banking  crisis'  if 
banks  had  gotten  into  the  securities  business  a  decade  ago  when  the  "hot"  investment 
product  was  limited  partnerships,  which  at  the  time  were  thought  of  by  investors  as  good, 
relatively  safe,  stable  long-term  investments  and  have  since  gone  sour  on  a  colossal 
scale. 


THE  SALE  OF  UNINSURED  PRODUCTS  ON  BANK  PREMISES- 
THE  BIGGEST  CONSUMER  AWARENESS  PROBLEM  IN  AMERICA  TODAY? 

Just  over  one  year  ago,  NASAA  and  AARP  first  discussed  the  need  to  gather  additional 
information  about  what  appeared  to  be  widespread  customer  confusion  concerning  the 
sale  of  uninsured  investment  products  on  bank  premises.  What  we  found  in  a  nationwide 
sun/ey  is  that  the  vast  majority  of  American  bank  consumers  are  unaware  of  the  risks  and 
fees  involved  in  the  uninsured  investment  products,  such  as  mutual  funds  and  annuities, 
that  are  now  increasingly  available  at  U.S.  banks  and  other  financial  institutions.  Of 
particular  interest  to  this  Committee  will  be  the  fact  that  we  found  that  it  is  older 
Americans  to  w/hom  uninsured  investment  products  sold  at  banks  are  being  marketed  the 
most  aggressively. 

KEY  SURVEY  FINDINGS 

The  sun/ey  released  on  January  13,  1994,  by  the  AARP  and  NASAA  was  conducted  by 
Princeton  SuA^ey  Research  Associates  of  Princeton,  New  Jersey.  The  results  were  based 
on  telephone  interviews  with  a  representative  sample  of  1 ,000  adults  living  in  the  United 
States  who  reported  making  financial  decisions  for  their  household  and  also  reported 
using  a  regular  commercial  bank.'  One  quarter  of  the  commercial  bank  customers  also 
use  a  mutual  fund  company  and  one  in  five  (21  percent)  use  a  brokerage  company. 

Banking  Act  of  1933.  48  Stat  162-95  (ccxJIfied  as  amended  in  various  sections  of  12  U  S.C.) 

For  example,  ttie  Office  of  the  Comptroller  of  the  Currency  has  used  the  "incidental  pov/ers"  clause 
of  the  National  Banl<  Act  to  allow  national  banl<ers  to  engage  in  certain  activities  once  considered  the 
exclusive  ten-itory  of  investment  and  insurance  fimns  The  Federal  Reserve  has  used  the  "closely  related" 
language  of  the  Bank  Holding  Company  Act  to  expand  the  permissible  product  and  service  lines  for  bank 
holding  companies. 

'  ■Fundamentals,"  Mutual  Fund  Research  in  Brief,  Research  Department,  Investment  Companv  Institute 
May  1993. 

Matthew  Fink.  Investment  Company  Institute.  "Rough  Weather  Ahead  for  Banks  in  Mutual  Funds " 
Amencan  Banker  February  17.  1994,  p.  29 

Interviews  for  the  NASAA/AARP  sun/ey  were  conducted  during  the  period  October  14-October  31 
1993.  The  margin  of  error  for  the  total  sample  of  1,000  commercial  bank  customers  Is  plus  or  minus  3 
percentage  points  at  the  95  percent  level  of  confidence  The  margin  of  sampling  error  for  results  based  on 
a  subset  of  the  total  sample  is  larger. 
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Major  results  of  the  NASAA/AARP  survey  include  the  following: 


The  vast  majority  of  bank  customers  are  unaware  that  mutual  funds,  stocks 
and  annuities  sold  at  their  banks  are  not  insured  by  the  FDIC  program. 

Fewer  than  one  in  five  commercial  bank  customers  understands  that  mutual 
funds  (18  percent)  and  annuities  (14  percent)  are  not  FDIC  insured. 

Only  one  quarter  (25  percent)  of  customers  at  banks  where  stocks  are  sold 
know  that  these  products  are  uninsured. 

About  two  in  five  customers  think  mutual  funds  (39  percent)  and  annuities 
(40  percent)  sold  at  banks  are  FDIC  insured.  Another  43  percent  do  not 
know  whether  such  mutual  funds  are  insured,  and  46  percent  are  unsure 
whether  annuities  sold  at  their  banks  are  insured. 

A  third  (35  percent)  of  the  customers  at  commercial  banks  where  stocks  are 
sold  think  these  purchases  are  FDIC  insured,  and  another  40  percent  are 
unsure. 

People  who  have  actually  purchased  mutual  funds  or  annuities  at  their  bank 
are  no  better  informed  about  the  risks  associated  with  such  investments  than 
are  other  bank  customers.  In  fact,  these  purchasers  are  even  more  likely  than 
other  bank  customers  to  think  the  FDIC  program  covers  their  investment  in  a 
mutual  fund  or  annuity  sold  at  a  bank. 

About  half  of  the  people  who  purchased  a  mutual  fund  (52  percent)  or 
annuity  (55  percent)  at  a  bank  think  the  purchase  was  FDIC  insured.  This 
compares  to  39  percent  and  40  percent  of  all  bank  customers  who  think 
mutual  funds  and  annuities  sold  at  banks  are  FDIC  insured. 

Over  a  third  of  those  who  purchased  a  mutual  fund  (36  percent)  or  an 
annuity  (38  percent)  at  a  bank  say  no  one  talked  with  them  about  the 
appropriateness  (or  "suitability")  of  their  investment. 

Most  people  who  have  purchased  mutual  funds  at  their  bank  are  also 
confused  about  the  costs  and  tees  associated  with  these  investments. 

Only  36  percent  of  mutual  fund  buyers  think  they  pay  a  front-end  sales  load, 
even  though  many  mutual  funds  sold  through  banks  involve  such  a  charge. 

More  than  half  (54  percent)  either  believe  that  there  is  no  redemption  fee 
associated  with  their  mutual  fund  or  are  uncertain  about  the  applicability  of 
such  a  fee  in  relation  to  their  investment. 

In  general,  a  quarter  to  a  third  of  all  those  buying  mutual  funds  at  a  bank 
do  not  know  if  there  is  a  front-end  sales  load,  redemption  fee  or  other 
management  cost  associated  with  their  mutual  fund. 

So,  even  though  banks  provide  their  customers  with  written  disclosure 
documents  about  uninsured  investments,  the  material  apparently  is  not 
effective  in  communicating  important  details  about  the  risks  and  costs  of 
these  investments. 

Most  purchasers  of  mutual  funds  (85  percent)  and  annuities  (63  percent) 
sold  at  banks  say  their  bank  provided  them  with  a  disclosure  document 
atxjut  their  investment. 

Most  who  remember  receiving  this  information  also  remember  taking  the 
time  to  read  it  (86  percent  of  mutual  fund  buyers  and  77  percent  of  annuity 
buyers). 

Bank  customers  trust  their  banks  and  rely  upon  them  to  provide  good 
information. 
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Almost  nine  out  of  ten  (88  percent)  bank  customers  feel  they  have  always 
received  accurate  information  from  their  banks  about  the  risks  of  investing. 
Only  four  percent  believe  that  they  have  been  misled  or  misinformed. 

Only  five  percent  would  contact  a  government  agency  for  help  in  resolving 
a  problem  with  an  uninsured  investment  purchased  through  a  bank.  Most 
(82  percent)  would  try  to  resolve  the  problem  by  contacting  someone  at  the 
bank. 

o         Bank  customers  admit  they  are  less  secure  in  their  understanding  of  the 
risks  in  investments  than  they  are  about  other  details  of  banking. 

Large  majorities  say  It  is  easy  to  understand  the  fees  and  rates  their  bank 
charges  (82  percent)  and  the  regulations  that  apply  to  different  bank 
accounts  (75  percent). 

However,  considerably  fewer  bank  customers  (57  percent)  say  it  is  easy  to 
understand  the  financial  risks  Involved  in  making  different  kinds  of 
investments  through  their  banks. 

o         Uninsured    investment    products    sold    at    banks    are    marketed    more 
aggressively  to  older  Americans. 

While  only  about  a  third  (34  percent)  of  all  bank  customers  have  been 
contacted  by  their  banks  about  investing  in  mutual  funds,  47  percent  of 
those  aged  65  and  above  have  been  marketed  to  in  such  a  fashion. 

The  NASAA/AARP  findings  are  consistent  with  the  results  of  a  similar,  but  narrower  public 
opinion  survey  released  in  November  1993  by  the  U.S.  Securities  and  Exchange 
Commission  that  focused  on  consumer  beliefs  about  FDIC  coverage  of  uninsured 
investments  at  banks.  What  state  securities  regulators  see  in  these  numbers  is  a 
distressing  pattern  of  confusion  and  false  comfort  on  the  part  of  bank  customers,  a  very 
substantial  portion  of  whom  do  not  seem  to  grasp  the  fact  that  banks  have  moved 
beyond  their  narrow  and  traditional  business  of  selling  only  FDIC-insured  products.  That 
this  is  the  case  is  particularly  understandable  for  older  Americans,  who  have  been 
conditioned  for  60  years  to  believe  that  ajl  products  sold  within  the  four  walls  of  a  financial 
institution  carry  with  them  federal  insurance. 

State  securities  regulators  are  concerned  that  increasingly  we  will  see  the  financially 
unsophisticated  consumers  -  those  who  are  the  least  able  to  recognize  the  sometimes 
subtle  distinctions  between  bank  products  --  targeted  by  bank  promotional  campaigns. 
A  study  by  financial  researcher  Phoenix-Hecht  showed  that  about  20  percent  of  all 
newcomers  to  mutual  funds  make  their  purchases  through  banks.  A  Phoenix-Hecht  vice 
president  suggested  that  novice  investors  are  drawn  to  banks  in  part  because  of  their 
familiarity  with  the  institution,"  A  study  released  in  1988  by  the  Market  Facts  research 
firm  concluded  that "...  banks  will  succeed  in  the  sale  of  nontraditional  banking  products 
only  by  focusing  on  unsophisticated  buyers,  often  first  time  investors."'  The  authors  of 
the  report  advised  banks  to  go  after  the  bread-and-butter  customers,  the  "ones  who  are 
confused  and  a  little  distrustful  of  financial  products."'" 

What  is  significant  in  this  context  is  that  banks  are  continuing  to  find  ways  to  benefit  from 
what  may  be  the  most  important  thing  they  still  have  going  for  them  -  trust.  Surveys 
show  that  people  continue  to  have  more  confidence  in  banks  than  other  financial 


'  Kalen  Holliday.  "Banks  Keeping  Up  in  Race  to  Lure  New  investors."  American  Banlter.  December  22, 
1993.  p.  16. 

'  Lawrence  A  Darby,  "To  Market  New  Products,  Target  the  Confused  Buyer."  American  Banker.  April 
26,  1990,  p  4, 

'°   Ibjd. 
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instrtution.  TTiat  trust,  of  course,  is  rooted  in  one  basic  fact:  money  placed  with  a  bank 
comes  with  the  federal  government's  guarantee  that  it  will  always  be  there,  even  if  the 
bank  fails.  Atthough  the  government  insurance  does  not  extend  to  investment-related 
products  sold  on  bank  premises,  that  fact  is  so  often  downplayed  or  completely  omitted 
that  it  IS  not  surpnsing  that  consumers  are  confused.  Equally  disturbing  is  the  misleading 
way  m  which  some  banks  and  securities  brokerage  firms  are  characterizing  the  insurance 
coverage  of  the  Securities  Investor  Protection  Corporation  (SIPC)  as  analogous  if  not 
better(!),  than  FDIC  coverage.'^ 

While  misleading  or  inadequate  disclosure  is  a  problem  in  this  connection,  so  too  are  the 
Identical  or  similar  names  of  the  banking  institution  and  the  affiliated  brokerage  firm 
and/or  its  products.  The  thinking  behind  common  or  similar  names  appears  to  be 
simple:  a  bank's  name  can  be  a  powerful  draw  in  a  local  market.  A  good  example  of 
how  it  IS  that  banks  trade  on  the  trust  they  have  built  up  may  be  found  in  the  case  of  the 
Minnesota  bank  that  was  planning  to  put  financial  planners  in  several  of  its  branches 
The  bank  decided  to  identify  the  planners  as  employees  of  the  bank's  brokerage  affiliate 
(which  had  a  name  similar  to  that  of  the  bank)  because  a  pilot  program  revealed  that 
bank  customers  were  more  comfortable  when  they  believed  that  the  planners  were 
affiliated  with  the  bank.'^ 

CAPITALIZING  ON  CONFUSION: 
A  LOOK  AT  SALES  PRACTICES 

An  informal  state-level"  look  at  the  marketing,  promotional  and  sales  activities  at  banks 
offering  uninsured  investment  products  provides  startling  anecdotal  evidence  that  may 
help  explain  why  it  is  that  there  is  widespread  consumer  confusion  and  misunderstanding 
about  the  risks  and  fees  associated  writh  these  products  now  widely  available  through 
banks.  What  state  securities  regulators  uncovered  in  their  visits  to  bank  lobbies  is  a 
marketplace  rife  with  misleading  advertising  and  promotional  materials,  a  systemic 
breakdown  in  the  distinction  between  traditional  insured  activity  and  the  sale  of  uninsured 
products,  and  a  serious  gap  in  the  consumer  protections  available  to  those  who  purchase 
investment  products  on  bank  premises. 

Below  are  illustrative  examples  of  vyfhat  state  securities  regulators  found  in  each  of  the 
following  major  areas  of  concern:  (1)  suitability/risk  disclosure;  (2)  misleading  references 
to  FDIC  and  SIPC  coverage;  and  (3)  a  blurring  of  the  distinctions  between  bank  activities 
and  brokerage  activities,  including  the  use  of  similar  or  identical  names. 


"  Jerry  Knight,  "Banks  Becoming  Financial  Supermarkets."  Washinolon  Post.  August  23,  1993,  p.  A1. 
Barry  Bartiash.  Director  of  the  Securities  and  Exchange  Commission's  Division  of  Investment  Management, 
commented  on  the  results  of  the  focus  group  sessions  being  conducted  by  the  SEC  and  the  Office  of  the 
Comptroller  of  the  Currency  to  gauge  how  well  consumers  understand  the  differences  between  mutual  funds 
and  insured  deposits:  "One  thing  that  comes  clearly  out  of  the  focus  groups  is  that  bank  depositors  really 
do  think  of  tjanks  as  bastions  of  safety."  (Debra  Cope,  "Regulators  Probe  Publics  Knowledge  of  Fund  Risk." 
Amencan  Banker.  January  27.  1994.  p.  16.) 

"  The  Securities  Investor  Protection  Corporation  (SIPC)  is  a  nonprofit  membership  corporation,  funded 
by  its  member  securities  broker-dealers  SIPC  does  not  protect  investors  against  losses  from  the  rise  or 
fall  in  the  market  value  of  specific  investments.  What  it  does  is  provide  protection  against  certain  losses  if 
a  SIPC  memtjer  fails  financially  and  is  unable  to  meet  obligations  to  its  securities  customers.  For  example, 
an  investor  owns  $25,000  worth  of  shares  in  ABC  corporation  and  the  shares  are  being  held  by  the  broker- 
dealer  for  safekeeping  or  for  other  purposes.  In  addition,  the  investor  has  $10,000  in  cash  on  deposit  with 
the  broker-dealer  for  the  purpose  of  purchasing  additional  securities.  If  that  broker-dealer  fails  financially, 
the  investor  will  receive  all  the  securities  registered  in  his  or  her  name  that  were  being  held  by  the  broker- 
dealer  (which  In  this  case  Is  $25,000  worth  of  ABC  corporation  stock),  and  the  $10,000  in  cash  Customers 
may  receive  up  to  a  maximum  of  $500,000.  including  up  to  $100,000  on  claims  for  cash.  On  the  other  hand, 
that  same  Investor  would  not  eligible  for  SIPC  protection  if  he  or  she  experienced  losses  in  the  Investment 
account  due  to  the  rise  and  fall  in  market  value.  (See.  How  SIPC  Protects  You,  a  1 992  publication  of  the 
Securities  Investor  Protection  Corporation,  Washington,  DC) 

"  Karen  Talley,  "First  Bank  System  to  Place  Financial  Planners  in  More  Branches,"  American  Banker. 
Octotier27.  1993,  p.  17. 

"  Twenty  state  securities  agencies  contributed  information  used  in  developing  this  testimony  The 
states  include:  Arkansas.  Colorado,  Georgia.  Idaho,  Iowa,  Kansas.  Maine,  Massachusetts.  Minnesota. 
Missouri,  Nebraska.  Nevada,  New  Jersey.  North  Carolina,  North  Dakota,  South  Carolina,  Texas,  Vermont, 
Washington  state  and  Wisconsin  The  state  securities  divisions  were  contacted  in  mid-Febmary  and  asked 
to  provide  us  with  information  on  hand  or  to  go  into  the  banks  in  their  area  to  gather  information  on  the 
marketing,  promotional  and  sales  activities  taking  place. 
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SUITABILITY  CONCERNS/RISK  DISCLOSURE 

o  An  elderly  Washington  state  resident  complained  to  the  Washington  state 
Securities  Division  that  she  was  misled  by  a  Tacoma,  Washington  bank  when  she 
was  persuaded  to  move  funds  from  a  maturing  certificate  of  deposit  (CD)  into  a 
mutual  fund.  The  woman,  a  Yugoslavian  immigrant,  had  intended  to  withdraw  the 
funds  from  the  maturing  CD  and  take  the  money  to  another  bank  paying  a  higher 
return.  When  bank  personnel  learned  this,  they  suggested  that  the  depositor  could 
earn  a  higher  return  by  putting  the  money  in  a  "government  fund."  When  the 
woman  asked  whether  the  account  would  be  FDIC  insured,  she  was  told  that  it 
was  a  secure  investment  because  it  was  a  government  fund.  She  was  told  that  the 
return  would  be  significantly  higher  and  that  there  would  be  no  risk.  The  bank 
customer  was  not  advised  that  this  was  an  uninsured  investment  account  rather 
than  a  traditional  bank  deposit  account.  The  receipt  she  was  given  had  the  bank's 
name  on  it,  as  did  the  customer  account  form.  There  is  no  mention  on  any  form 
that  the  money  was  being  put  into  an  uninsured  investment  product.  It  was  only 
when  a  broker  contacted  her  nearly  two  years  later  to  advise  her  to  withdraw  her 
funds  from  the  account  because  she  was  losing  money  that  the  woman  learned 
that  her  money  -  which  represented  her  entire  life  savings  -  had  been  put  in  a 
uninsured  investment  product  and  that  the  principal  of  her  investment  had  been 
reduced  by  nearly  $12,000.  When  the  customer  went  to  the  bank  to  complain,  she 
learned  that  the  assistant  branch  manager  for  the  bank  was  the  very  woman  who 
sold  her  the  investment  product  and  claimed  that  it  was  safe! 

o  The  Colorado  Division  of  Securities  received  a  complaint  from  the  daughter  of  an 
80-year  old  widow  who  had  been  contacted  by  her  Denver,  Colorado  bank  (with 
which  she  had  done  business  for  20  years)  about  investment  products  at  the  time 
her  CD  was  maturing.  The  widow,  an  East  German  emigree,  was  told  she  could 
earn  better  interest  rates  if  she  moved  her  funds  from  the  CDs  into  a  mutual  fund 
account.  The  woman  later  learned  that  it  was  not  bank  personnel  with  whom  she 
was  dealing  when  she  was  persuaded  to  put  her  funds  in  mutual  funds,  but  rather 
a  brokerage  firm  that  had  a  percentage-lease  relationship'*  with  the  bank.  This  80- 
year  old  woman's  life  savings  were  put  into  a  mutual  fund  that  had  about  $4,000 
in  fees.  Despite  her  complaints  about  suitability,  the  woman  was  told  that  because 
she  signed  all  the  proper  forms,  there  was  no  avenue  of  redress.  After 
considerable  and  persistent  efforts  on  the  part  of  the  woman,  the  bank  ultimately 
returned  to  her  the  full  amount  of  her  initial  investment. 

0  A  retired  Crystal,  Minnesota  man  on  a  fixed  income  was  Invited  to  his  local  bank 
to  discuss  options  when  his  CD  was  about  to  mature.  When  the  man  went  to  the 
bank  for  the  meeting,  he  unknowingly  was  directed  by  bank  employees  to  speak 
to  an  investment  sales  representative  and  net  a  bank  employee.  During  the 
meeting,  it  was  suggested  that  the  funds  be  placed  in  an  investment  vehicle  that 
would  pay  a  higher  rate  of  interest  than  the  CD,  and  would  be  equal  to  a  CD  in 
terms  of  safety  and  liquidity.  When  the  man  explained  that  he  was  not  at  all 
interested  in  any  stock  deal,  he  was  reassured  that  what  he  was  getting  into  would 
be  very  similar  to  a  CD.  Ultimately  the  man  agreed  to  put  his  funds  in  what  turned 
out  to  be  a  limited  partnership  that,  contrary  to  the  assurances,  paid  lower  interest 
and  was  not  at  all  liquid.  The  retiree  explained  that  he  had  signed  the  necessary 
disclosure  forms  but  that  he  was  not  given  an  opportunity  to  read  them,  nor  was 
he  provided  an  explanation  of  what  he  was  signing.  The  limited  partnership 
prospectus  did  not  arrive  at  this  home  until  several  days  after  he  had  made  the 
investment.  Although  the  gentleman  later  learned  that  he  was  dealing  with  a 
representative  of  the  brokerage  firm  affiliated  with  the  bank,  at  the  time  he  believed 
he  was  dealing  writh  representatives  of  a  bank  he  had  grown  to  trust.  The 
customer  claims  that  there  was  no  physical  separation  between  the  banking  and 
brokerage  activities  and  that  there  were  no  posters  or  other  signs  that  would  alert 
someone  they  were  no  longer  dealing  with  a  bank  representative. 


"  Under  such  an  arrangement,  a  tank  leases  space  on  its  premises  to  a  third-party  broker-dealer  and 
the  Ijank  receives  a  percentage  of  the  gross  sales  commissions. 
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MISLEADING  REFERENCES  TO  FDIC/SIPC  COVERAGE 

0  The  promotional  materials  for  the  brokerage  services  of  a  Wichita,  Kansas  bank 
suggest  that  "All  securities  in  your  Brokerage  Account  are  protected  by  the 
Securities  Investors  Protection  Corporation  for  up  to  $500,000  (limited  to 
$100,000  for  claims  for  cash)  "  Customers  may  mistakenly  -  but  understandably 
-  read  that  statement  coming  from  a  bank  to  mean  that  the  "protection"  works  in 
much  the  same  manner  as  FDIC  insurance.  Brochures  in  the  bank  lobby 
describing  the  investment-related  services  of  the  brokerage  unit  failed  to  include 
any  mention  whatsoever  that  these  products  are  not  FDIC-insured. 

o  The  back  panel  of  a  brochure  promoting  the  brokerage  firm  (which  uses  the  word 
"bank"  in  its  name)  affiliated  with  a  Denver,  Colorado  bank  describes  the 

uninsured  nature  of  investment  products  in  this  manner:   " Securities 

Corporation  is  not  a  bank  and  some  of  the  investments  it  makes  available  are 
not  obligations  of,  or  guaranteed  by  a  bank,  nor  are  they  insured  by  the  FDIC. " 
(Emphasis  added.)  Another  brochure  put  out  by  the  same  brokerage  firm 
includes  the  following  "disclosure,"  which  takes  the  FDIC/SIPC  confusion  to  the 
worst  extremes  uncovered  so  far: 

You  have  access  to  a  variety  of  safekeeping  services.  Securities  held 
in  your  investment  account  are  covered  up  to  $10,000,000  of  protection, 
as  detailed  in  the  box  below. 


Protection  Insurance 

SIPC 

(Securities  Investor  Protection  Corporation) 

(Including  $100,000  in  cash) 

up  to  $500,000 


Equitable  Casualty  and 
Surety  Company 


Total  Coverage 


$9.500.000 
$10,000,000 


o  When  asked  about  government  insurance  on  a  mutual  fund,  a  sales  representative 
operating  in  the  lobby  of  a  Boston,  Massachusetts  bank  said  that  a  mutual  fund 
was  as  safe  as  a  CD.  The  representative  added  that  the  mutual  fund  is  safer  in 
some  respects  because  "an  investment  in  a  fund  Is  protected  by  SIPC  up  to 
$500,000,  v*ile  a  CD  is  only  protected  up  to  $100,000."  When  asked  if  SIPC  was 
a  federal  agency  like  the  FDIC,  the  representative  said  "no,"  but  that  it  provided 
similar  protection. 

o  Brochures  promoting  the  services  of  a  Lincoln,  Nebraska  bank  include 
"Investment  Alternatives"  under  the  general  heading  of  "Savings  Plans."  Although 
there  is  a  one-line,  fine-print  sentence  indicating  that  investment  products  are  not 
FDIC  insured,  an  open  panel  on  the  back  of  the  brochure  reads  "FDIC  INSURED" 
in  a  general  way.  If  the  customer  sees  the  cover,  the  first  panels  of  text  and  the 
back  of  the  brochure,  the  message  certainly  would  be  that  the  products  carry  FDIC 
insurance. 

o  The  brochure  for  the  brokerage  affiliate  of  a  Little  Rock,  Arkansas  bank 
advertises  its  investment-related  services  and  prominently  discloses  the 
brokerage's  ties  to  the  bank.  In  fact,  the  bank  name  and  logo  appear  in  large 
print,  as  does  the  "Member  FDIC"  notice.  Nowhere  on  the  brochure  is  it  stated 
that  FDIC  coverage  does  not  extend  to  investment  products. 

BLURRING  THE  DISTINCTION  BETWEEN  BANKING  AND  BROKERAGE  ACTIVITIES 


An  Arlington,  Virginia  bank  uses  the  same  logo  and  a  nearly  identical  name  for 
both  Its  traditional  banking  and  its  uninsured  investment  sales  operations. 
Additionally,  the  bank  logo  is  imprinted  on  all  of  the  inserts  in  a  brochure  detailing 
the  banking,  insurance  and  investment  services  of  the  institution.  Brochures  for 
both  insured  and  uninsured  products  are  commingled  in  the  bank  lobby  and  large 
posters  just  a  few  feet  from  the  tellers'  windows  advertise  the  availability  of  the 
investment  products.  The  lobby  posters  do  DQt  disclose  the  uninsured  nature  of 
these  investment  vehicles. 
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0  A  Maine  investor  did  business  with  a  brokerage  firm  operating  out  of  a  bank  lobby 
and  using  a  name  identical  to  that  of  the  bank.  He  did  not  understand  the 
difference  between  dealing  with  a  bank  and  a  securities  firm.  In  his  complaint  to 
state  securities  regulators,  the  investor  made  repeated  reference  to  what  "his  bank 
had  done  to  him."  His  dispute  actually  was  with  the  brokerage  firm  and  involved 
the  fees  associated  with  a  municipal  income  fund  he  purchased  after  cashing  in 
his  certificates  of  deposit. 

o  Customers  of  a  Topeka,  Kansas  bank  may  understandably  be  confused  by  the 
promotional  materials  for  an  affiliated  brokerage  firm  that  goes  by  an  identical 
name,  has  the  same  logo,  and  uses  exactly  the  same  art  work  as  the  bank. 

o  Examiners  ft-om  tfie  Colorado  Securities  Division  illustrated  the  blurring  of  the  lines 
between  banks  and  brokerages  and  the  concerns  about  inadequate  disclosure  in 
a  report  describing  the  various  signs  in  a  Denver,  Colorado  bank  lobby.  For 
example,  in  the  area  of  the  bank  where  investment  sales  representatives  were 
located  there  was  a  small  sign  signifying  "NASD  member"  and  "SIPC."  There  were 
no  signs  indicating  that  the  products  being  made  available  by  the  brokerage  firm 
were  not  FDIC  insured.  In  addition,  a  "State  of  Colorado  Charter  Bank"  sign  was 
displayed  on  the  table  immediately  adjacent  to  the  investment  sales 
representative's  desk. 

o  A  Boston,  Massachusetts  bank  and  its  brokerage  affiliate  share  an  identical  name 
and  logo  that  is  printed  on  the  ft-ont  cover  of  prospectuses  for  uninsured 
investment  products.  Brochures  available  in  the  bank  lobby  contain  inadequate 
disclosure  with  respect  to  the  risks  associated  with  investment  products  and  no 
information  discussing  fees  is  made  available.  Finally,  there  is  no  physical 
separation  between  the  investment  sales  representatives  and  the  bank's  customer 
service  personnel.  There  are  no  signs  that  would  distinguish  the  investment  and 
banking-related  services. 

o  A  newspaper  advertisement  for  the  investment  center  affiliated  with  a  Topeka, 
Kansas  bank  reads  "Alternative  Investments  Are  Now  Available  Wtiere  You 
Bank. "  Readers  are  advised  that  they  may  call  a  bank  representative  who  will  set 
up  an  appointment  with  the  investment  executives.  The  advertisement  directly 
equates  traditional  investments  (e.g.,  savings,  CDs,  etc.)  with  uninsured  products, 
making  them  appear  to  be  merely  alternatives  of  the  same  nature. 

o  The  securities  arm  of  a  Denver,  Colorado  bank  makes  available  to  customers  a 
brochure  that  asks; 

Why  Talk  to about  my  investment  needs? 

A  Reliable  Financial  Planner 

For  three  generations has  enjoyed  the  reputation  of  being  a  premier 

^nancial  institution.  We  have  been  satisfying  financial  needs  with  products 
such  as  checking  and  savings  accounts,  loans  and  CDs.  But,  did  you 
know  we  also  provide  personal  professional  investment  service  through 
(name  of  brokerage  firm)? 

The  return  card  asks  consumers  to  indicate  whether  they  are  customers  of  the 
bank  and,  if  so,  what  branch  they  most  frequently  visit. 

o  A  newspaper  advertisement  running  in  papers  in  Little  Rock,  Arkansas  displays 
the  names  of  several  big  brokerage  firms  and  then  asks  the  reader:  "Which 
Brokerage  Firm  Also  Offers  the  Unique  Insight  of  Arkansas'  Largest  Bank?"  In 
the  text  of  the  ad  it  is  asserted  that  the  brokerage  firm  in  question  has  not  only  the 
expertise  and  capacity  of  any  national  brokerage  firm,  it  is  also  the  "only  firm"  to 
offer  the  "service,  convenience  and  unique  insight  of  the  region's  premier  banking 
organization."  Readers  are  encouraged  to  find  out  "how  a  regional  bank  can  meet 
your  investment  needs  on  a  national  scale." 

Although  it  might  have  t)een  anticipated  that  such  confusing  and  misleading  advertising, 
marketing  and  sales  pitches  would  have  abated  as  a  result  of  the  release  on  February  1 7, 
1994,  of  the  "Interagency  Statement  on  Retail  Sales  of  Nondeposit  Investment  Products," 
that  does  not  seem  to  be  the  case.  These  interagency  guidelines,  issued  jointly  by  the 
Office  of  the  Comptroller  of  the  Currency  (OCC),  the  Federal  Reserve  Board,  the  Federal 
Deposit  Insurance  Corporation  (FDIC)  and  the  Office  of  Thrift  Supervision  (OTS)  require 
certain  disclosure  to  customers,  suitability  review  and  other  procedures  that  are  intended 
to  prevent  customer  confijsion  and  assure  that  investment  recommendations  are 
appropriate  to  the  particular  customer's  situation. 
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On  September  16,  1994,  Comptroller  of  the  Currency  Eugene  Ludwig'^  announced  the 
results  of  the  OCC's  look  at  more  than  8500  disclosure  documents,  voluntarily  submitted 
by  over  700  national  banks  to  determine  whether  they  complied  with  the  provisions  of  the 
interagency  guidelines.  According  to  the  Comptroller,  a  working  group  of  national  bank 
examiners  reviewed  individual,  written  documents  voluntarily  submitted  by  national  banks 
and  some  third  party  providers.  Documents  in  the  review  included  brochures,  statement 
stutters  or  inserts,  advertisements,  rollover  forms,  disclosure  forms,  and  the  like. 

What  the  OCC  found  in  its  review  is  that  the  marketplace  disclosures  continue  to  be 
woefully  inadequate,  and  worse,  potentially  misleading.  Problems  uncovered  by  the 
review  include:  (1)  inconspicuous  disclosure  of  key  items;  (2)  a  lack  of  disclosure  about 
the  uninsured  nature  of  the  investment  product  and  the  risks  associated  with  it;  and  (3) 
incomplete  references  to  SIPC  coverage. 

Testing  programs  conducted  by  independent  organizations  similarly  have  revealed  that 
the  marketplace  continues  to  suffer  from  inadequate  or  misleading  disclosure,  a  blurring 
of  the  lines  between  insured  and  uninsured  activities  of  banks,  and  unsuitable 
recommendations.  Customer  complaints  about  the  mishandling  of  their  accounts  that  are 
now  beginning  to  surface  at  state  securities  agencies  reveal  a  simitar  -  and  disturbing  - 
pattern  of  abusive  practices.  Regrettably,  it  often  is  older  Americans  who  are  convinced 
to  move  their  funds  from  insured  certificates  of  deposit  to  uninsured  products  that  carry 
with  them  fees  and  associated  risks. 

For  example,  a  review  of  the  customer  complaints  filed  with  the  Texas  State  Securities 
Board  reveal  that,  with  very  modest  variation,  the  typical  "at  risk"  bank  customer: 

*  Is  a  retired  person,  most  often  over  the  age  of  70  years  old; 

*  Historically  has  invested  only  in  bank  certificates  of  deposit  and,  as  such, 
as  had  no  real  investment  experience; 

*  Has  no  ability  to  assume  risk  and  is  seeking  safety  of  principle; 

*  Does  not  understand  the  risks  and  fees  associated  with  the  investment 
product  and  is  not  provided  with  the  proper  disclosure  of  these  facts;  and 

*  Mistakenly  believes  that  he  or  she  is  dealing  with  a  bank  employee,  rather 
than  an  investment  representative,  when  purchasing  uninsured  products. 

The  following  examples  will  help  to  illustrate  the  types  of  customer  complaints  now  being 
received  by  state  securities  regulators; 

o  A  Towson,  Maryland  attorney  who  represents  an  elderly,  mentally  disabled 
woman  recently  wrote  of  an  experience  in  which  the  74-year  old  woman, 
living  on  about  $550  per  month  in  pension  benefits,  was  invited  by  an 
investment  representative  working  out  of  a  bank  lobby  to  meet  with  him  to 
discuss  moving  her  funds  from  maturing  CDs  into  other  investments.  It  was 
only  after  the  fact  that  the  woman  discovered  that  her  entire  savings  had 
been  transferred  into  mutual  funds.  In  a  letter  to  the  Maryland  Securities 
Division,  the  attorney  wrote: 

"In  my  view  it  should  not  be  permissible  for  banks  to  have  'in-house' 
investment  subsidiaries.  First,  the  customer  assumes  that  their  investment 
is  insured,  seeing  the  FDIC  signs  all  about  the  bank.  Such  is  certainly  not 
the  case  with  mutual  fund  investments.  Second,  the  bank  should  not  be 
permitted   to    share    with    its    investment   personnel   critical    financial 

information  of  the  customer  (query:  how  did  Mr know  that  Mrs. 's 

CD  was  coming  due?).  Third,  Mr. was  not  dealing  with  a  person  who 

had  any  right  to  act  for  her.    Fourth,  Mr did  not  bother  to  inquire  of 

Mrs. what  her  financial  objectives  or  resources  were  prior  to  selling 

her  the  mutual  fund.   This  sale,  presumably,  netted  both  the  Bank  and  Mr 

tidy  commissions.     This  transaction  was  certainly  not  in  the  best 

interests  of  Mr 's  client,  Mrs. ,  but,  rather,  appears  to  have  been 

solely  in  the  best  interests  of  Mr and  his  employer " 


"    See  September  16.  1994,  letter  and  related  materials  from  Eugene  Ludwig.  Comptroller  of  the 
Currency,  to  Donald  Ogilvie,  Executive  Vice  President,  American  Bani<ers  Association. 
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An  elderly  Aurora,  Colorado  couple  and  their  disabled  daughter  were 
persuaded  to  move  their  savings  out  of  insured  certificates  of  deposit  at  the 
urging  of  an  investment  representative  who  operated  on  ihe  bank  premises, 
and  was  believed  by  the  customers  to  be  an  employee  of  the  institution 
where  they  had  banked  for  years.  It  was  suggested  to  these  bank 
customers  that  they  move  their  money  out  of  CDs,  for  which  they  were 
earning  only  4  percent,  and  into  other  investments  that  would  earn  them  7- 
10  percent  interest.  The  couple  alleges  that  the  investment  representative 
indicated  that  he  dealt  only  in  "mutual  funds  and  bonds  in  a  special 
anangement  with  the  main  bank  strictly  lor  the  benefit  of  its  most  favorite 
customers  and  that  the  funds  would  be  totally  liquid  and  safe  -  that  we 
could  take  it  in  or  out  without  any  penalty  or  charges  of  any  kind,  as  it 
would  be  completely  safe  in  that  bank  as  is  their  other  program  and  still 
guaranteed  safe  the  same  way. " 

The  husband  went  on  to  say  that  the  investment  representative  assured  him 
that  it  was  "a  rare  opportunity;  that  I  need  have  no  concern  as  to  any  value 
dropping  that  since  there  are  only  bonds  which  move  slowly  and  no  stocks 
involved  that  he  with  his  special  skills  had  complete  control  of  quick  and 
instant  transfer  into  other  mutual  funds  should  there  be  any  signs  that  any 
would  start  going  down,  which  is  why  the  bank  could  guarantee  that  we 
would  lose  no  money  and  that  our  7-10  percent  interest  was  very  secure." 
It  was  only  later  that  the  couple  and  their  daughter  discovered  that  there 
were  fees  associated  with  the  mutual  funds  and  that  there  was  no 
guarantee  as  to  the  performance  of  the  investments. 

The  Vermont  Securities  Division  reports  that  it  is  investigating  the 
complaints  of  two  elderly  women  who  were  persuaded  to  move  their 
savings  out  of  certificates  of  deposit  after  they  had  expressed  concern 
about  the  low  interest  rates.  The  women  transferred  their  funds  to  short 
term  government  funds  that  turned  sour  due  to  their  derivatives  holdings. 
The  women  allege  that  they  were  given  a  suitability  assessment,  nor  were 
they  told  about  the  risks  and  fees  associated  with  investment  products. 

A  79-year  old  widow  residing  in  Lockhart,  Texas  was  contacted  by  a  bank 
representative  in  the  summer  of  1993  and  invited  to  go  to  the  bank  to 
discuss  investment  opportunities  that  would  have  higher  returns  than  her 
maturing  CDs.  The  widow  had  first  opened  an  account  at  the  bank  in  1956 

and  wrote  that  she  "pledged  her  full  faith  and  trust  in ,  its  successor 

,  and  finally .  This  was  my  bank  and  whatever  they  said  was  OK 

with  me."  At  the  urging  of  the  investment  representatives,  the  woman 
moved  her  funds  from  insured  CDs  into  mutual  funds.  It  was  her 
understanding  that  she  could  never  lose  a  penny  so  long  as  the  United 
States  was  sound.  The  woman  said  that  she  signed  various  papers  that 
she  did  not  understand  but  did  so  because  she  trusted  the  bank  where  she 
had  done  business  for  nearly  40  years.  It  was  only  wrtien  the  widow 
showed  her  papers  to  her  daughter  did  she  learn  that  she  had  put  her 
money  in  uninsured  investment  products  that  carried  with  them  fees  and 
other  charges.  The  woman  writes  that  she  feels  she  has  been  "misled, 
defrauded  and  cheated." 

The  Investor  Protection  and  Securities  Bureau  ot  the  New  York 
Attorney  General's  Ottice  reports  that  it  has  received  a  number  of 
complaints  relating  to  the  sale  of  uninsured  investment  products  on  bank 
premises  and  that  they  have  a  number  of  ongoing  investigations.  The 
general  areas  of  concern  are  as  follows: 

*  Sharing  of  information.  Banks  appear  to  be  providing  customer 
account  information,  such  as  the  amount  and  maturity  date  of 
certificates  of  deposit,  to  affiliated  broker-dealers.  The  broker- 
dealer's  salespersons  write  or  phone  the  customers  with  maturing 
CDs,  many  of  whom  believe  they  are  being  contacted  by  the  bank, 
not  a  brokerage  firm. 
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*  Referral  fees  The  payment  by  the  broker-dealers  of  referral  fees  to 
bank  employees  may  provide  an  incentive  for  the  bank  employee  to 
misrepresent  or  otherwise  minimize  the  differences  between 
traditional  bank  products  and  uninsured  investment  products.  The 
lease-percentage  arrangements  in  which  the  broker-dealer  pays  a 
percentage  of  its  commission  revenues  in  rent  for  space  in  the  bank 
lobby  also  may  encourage  inappropriate  referrals. 

*  Inadequate  and  ineffective  disclosure.  In  most  cases,  customers 
have  said  that  they  never  received  a  prospectus  (although  they 
signed  a  form  saying  they  did)  and  that  they  were  unaware  of  the 
risks  and  fees  associated  with  the  investment  product.  It  is 
increasingJy  clear  that  bank  customers  may  be  provided  with 
mountains  of  information  but  that  it  either  is  unintelligible,  arrives  too 
late  to  be  helpful,  or  the  customer  relies  entirely  on  the  oral 
representations  of  the  salesperson  and  does  not  try  to  wade  through 
the  mandatory  disclosures. 

*  Financially  unsophisticated  investors.  The  Bureau's  view  is  that 
the  bank  customer  most  often  referred  to  the  affiliated  brokerage  firm 
is  a  first-time  investor  who  is  less  financially  sophisticated  than  the 
average  investor  who  seeks  out  a  brokerage  firm  on  his  or  her  own. 

CLOSING  THE  CONSUMER  PROTECTION  GAP: 
CURRENT  AND  NEEDED  REMEDIES 

Mr,  Chairman  and  Members  of  the  Committee,  there  can  be  no  doubt  that  the  existing 
statutory  framework  is  woefully  outdated  and  not  up  to  the  demands  of  a  rapidly  changing 
marketplace.  As  you  may  know,  NASAA,  the  American  Association  of  Retired  Persons 
(AARP)  and  the  Consumer  Federation  of  America  (CFA)  have  developed  the  following 
minimum  standards  for  evaluating  Congressional  reform  legislation  in  this  area; 

o  Mandatory  use  of  disclosure  that  is  proven  to  work.  It  is  clear  that 
what  is  being  done  now  in  terms  of  disclosure  is  not  working.  Disclosure 
about  the  risks  of  uninsured  bank  products  should  be  in  the  form  of  a 
concise  and  "simple  English"  document  and  related  lobby  posters.  No  sale 
of  an  uninsured  product  should  be  permitted  to  take  place  before  the 
disclosure  document  is  provided  and  the  consumer  signs  a  statement 
indicating  an  understanding  that  mutual  funds,  stocks  and  annuities  sold  at 
banks  are  not  FDIC  insured.  In  view  of  the  apparent  ineffectiveness  of 
cun-ent  disclosures,  AARP,  CFA  and  NASAA  are  prepared  to  assist  in  the 
development  and  testing  of  model  disclosure  documents  and  other 
materials  that  can  be  proven  to  be  effective  in  eliminating  the  current 
consumer  confusion  about  the  extent  of  FDIC  and  SIPC  insurance 
coverage. 

o  A  ban  on  naming  or  advertising  uninsured  bank  products  in  any  way 
that  creates  confusion  with  insured  bank  products  or  the  institution 
itself.  Many  consumers  mistakenly  believe  that  uninsured  bank  products 
are  FDIC  insured  in  the  same  manner  as  traditional  bank  products.  As  a 
result,  every  precaution  must  be  taken  to  avoid  undue  contusion  in  the 
consumer's  mind  about  the  "dividing  line"  between  uninsured  products  on 
the  one  hand  and  the  safety  and  soundness  of  the  bank  and  its  traditional 
insured  products  on  the  other.  The  use  of  the  same  or  similar  names  and 
logos  of  banks  and  their  affiliates  or  subsidiaries  should  be  prohibited. 
Additionally,  some  mutual  funds  and  other  uninsured  investment  products 
sold  at  banks  should  be  renamed  in  order  to  bring  an  end  to  existing 
instances  of  the  blurring  of  the  line  between  uninsured  and  insured  bank 
products. 

o  No  'gap'  in  the  consumer  protection  available  to  bank  customers 
buying  investment  products.  Consumers  who  invest  in  mutual  funds  and 
stocks  through  brokerage  finns  or  investment  companies  are  provided  a 
comprehensive  framework  of  consumer  protections,  including  suitability 
requirements,  fair  dealing  and  disclosure  of  risks  and  costs.  Though  much 
Of  the  activity  in  investments  sold  through  banks  is  conducted  by 
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subsidiaries  registered  as  broker-dealers,  there  is  the  potential  for  banks  to 
deal  directly  with  individuals  and  firms  who  would  not  be  subject  to  broker- 
dealer  regulation.  This  disturbing  possibility  has  already  become  reality  in 
some  instances.  At  the  same  time,  a  serious  effort  must  be  undertaken  to 
review  the  extent  and  effectiveness  of  current  state  and  federal  regulatory 
oversight.  AH  investors  in  mutual  funds,  stocks  and  annuities  should  be 
accorded  the  same  level  of  consumer  protection. 

o  A  mandatory  physical  separation  of  the  sale  of  insured  and  uninsured 
products  within  banks.  The  commingling  of  insured  and  uninsured 
activities  in  bank  lobbies  greatly  increases  the  potential  for  consumer 
confusion.  Because  of  this,  no  bank  should  be  able  to  sell  insured  and 
uninsured  products  from  the  same  desk,  window  or  lobby  area.  A  clear, 
physical  separation  should  exist  {along  with  appropriate  lobby  posters)  in 
order  to  distinguish  the  areas  within  banks  where  the  two  types  of  products 
are  sold. 

FEDERAL  LEGISLATIVE  SOLUTIONS 

The  current  mismatched  regulatory  system  defies  common  sense  and  should  not  be 
allowed  to  continue.  Banking  regulations  and  examinations  are  generally  aimed  at 
ensuring  bank  safety  and  soundness  and  depositor  protection.  As  a  result,  banking 
regulators  view  maintaining  the  stability  and  profitability  of  the  institution  as  their  first 
priority.  In  contrast,  protecting  individual  investors  is  the  overarching  mission  of  the 
securities  laws  and  the  enforcement  efforts  taken  by  securities  regulators  reflect  as  much. 
There  simply  is  no  way  to  attempt  to  overlay  on  to  the  banking  laws  and  regulatory 
system  the  mission  and  purpose  of  securities  laws.   It  does  not  work. 

Why  not  let  the  banking  regulators  incorporate  into  their  oversight  functions  the  sale  of 
investment  products,  as  some  have  suggested? 

The  answer  is  simple.  Banking  regulators  are  not  equipped  to  create  a  regulatory 
scheme  comparable  to  that  which  exists  under  the  federal  securities  laws.  On  the 
securities  side,  there  are  laws,  rules  and  regulations  that  have  grown  up  over  a  70-year 
period  to  protect  investors.  In  addition,  you  have  not  only  the  federal  Securities  and 
Exchange  Commission,  you  also  have  51  state  securities  agencies  and  multiple  self- 
regulatory  organizations,  including  the  NASD  and  the  New  York  Stock  Exchange.  All  of 
these  entities  work  together  to  ensure  the  integrity  of  the  marketplace.  Rather  than 
relying  on  this  experienced  and  extensive  network  of  securities  regulators,  some 
observers  have  suggested  that  federal  banking  regulators  ~  who  have  had  no  prior 
experience  in  investor  protection,  in  writing  rules  or  in  enforcing  compliance  in  the 
securities  arena  -  take  on  the  job  of  protecting  investors  who  purchase  uninsured 
investment  products  on  bank  premises.  Further,  NASAA  questions  whether  the  banking 
regulatory  agencies  have  the  resources  to  adequately  police  the  investment  marketplace. 

For  these  reasons,  NASAA  has  strongly  supported  the  functional  regulation  approach  of 
H.R.  3447,  the  "Securities  Regulatory  Equality  Act"  now  pending  before  the  Energy  and 
Commerce  Committee  of  the  House  of  Representatives  (no  companion  bill  has  been 
introduced  in  the  Senate).  Importantly,  H.R.  3447  is  grounded  in  the  fundamental 
principle  that  all  participants  in  the  securities  business  should  play  by  the  same  rules  and 
be  subject  to  the  same  standards.  The  continued  exclusion  of  banks  from  the  definitions 
of  "broker"  and  "dealer"  serves  no  public  interest,  and  to  the  contrary,  means  that  banks 
need  not  comply  with  the  customer  protection,  net  capital,  and  books  and  records  rules 
specifically  designed  to  protect  investors.  What  purpose  is  served  in  allowing  for 
expansive  securities  powers  for  depository  institutions  and  yet  not  subjecting  those 
activities  to  legally-enforceable  and  appropriate  oversight?  It  certainly  is  not  investor 
interests  that  are  served  by  such  a  gaping  hole  in  the  regulatory  structure.  Banks  that 
act  as  broker-dealers  are,  of  course,  subject  to  federal  banking  laws.  However,  those 
laws  are  designed  to  protect  the  banks  and  their  depositors,  not  investors. 
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Consider  the  following: 

o  Securities  laws  provide  for  a  private  right  of  action  and  arbitration  of 
customer/brolfer  disputes.  Securities  laws  provide  for  --  and  rely  upon  -- 
private  enforcement  actions  to  supplement  government  actions.  No  such 
system  of  redress  exists  in  banking  laws.  The  fundamental  purpose  of 
federal  securities  laws  is  to  ensure  full  disclosure  to  investors  and  to  punish 
those  who  violate  the  law.  Private  actions  have  become  increasingly 
important  as  an  enforcement  tool  in  light  of  the  dramatic  growth  of  fraud 
and  corruption  in  the  nation's  business  community  and  financial  institutions 
and  the  limitations  on  state  and  federal  prosecutorial  and  regulatory 
resources,  in  short,  private  actions  under  the  federal  securities  laws  are 
essential  to  deter  prospective  criminals,  compensate  the  victims  of  fraud, 
and  maintain  public  confidence  in  the  marketplace.  An  absence  of  private 
actions  may  well  have  the  effect  of  eroding  confidence  in  the  capital 
markets,  thereby  reducing  investment  and  increasing  the  cost  of  raising 
capital  for  U.S.  businesses. 

o  There  is  a  comprehensive  scheme  under  the  securities  iaws  for 
licensing  brokers,  including  training,  testing  and  tracking.  Although 
federal  banking  regulators  have  claimed  that  they  will  require  salespersons 
in  banks  to  meet  qualification  and  training  requirements  that  are  determined 
to  be  equivalent  to  the  training  and  qualification  requirements  applicable  to 
SEC  registrants  under  the  securities  laws,  NASAA  questions  how  this  will  be 
accomplished.  Will  federal  banking  regulators  put  in  place  a  similar 
licensing  scheme  for  bank  personnel  selling  investment  products?  Will  the 
federal  banking  regulators  be  in  a  position  to  develop  and  administer 
examinations  to  test  the  knowledge  and  competence  of  applicants  seeking 
to  become  securities  salespersons?  Will  banking  regulators  be  in  a  position 
to  monitor  the  activities  of  such  individuals  and  take  action  when 
appropriate?  An  extensive  and  rigorous  program  for  training  and  testing  of 
applicants  is  well  established  in  the  securities  regulatory  system.  Securities 
regulators  also  track  the  disciplinary  history  of  brokers  in  an  effort  to  screen 
out  bad  actors.  In  addition,  the  brokerage  firms  ana  self-regulatory 
organizations  now  are  moving  to  put  in  place  continuing  education 
programs  to  ensure  that  those  individuals  in  the  securities  business  keep 
current  with  new  products  and  trading  strategies,  as  well  as  new  laws  and 
regulatory  requirements. 

o  Securities  salespersons  are  subject  to  rules  of  fair  practice.  The  rules 
of  the  securities  industry's  self-regulatory  organizations  and  state  securities 
laws  and  regulations  require  brokers  to  comply  with  rules  of  fair  practice. 
These  rules  are  designed  to  ensure  that  brokers  observe  high  standards  of 
commercial  honor  and  just  and  equitable  principles  of  fair  trade  in  the 
conduct  of  their  business.  Violation  of  the  rules  may  result  in  a  fine, 
suspension  or  revocation  of  a  securities  license.  Among  the  issues  covered 
by  the  rules  of  fair  practice  are:  making  unsuitable  recommendations  not  in 
accordance  with  a  client's  financial  condition,  sophistication  or  risk 
tolerance;  "churning"  accounts  over  and  over  for  commissions;  un- 
authorized trading;  misrepresentations  as  to  the  possible  risks  or  true 
nature  of  the  investment  product;  fraudulently  inducing  a  client  to  purchase 
an  investment  product;  and  providing  advice  unfounded  in  fact.  We  are  not 
aware  of  any  similar  provisions  in  banking  law  and  regulations. 

o  Securities  regulators  routinely  make  available  to  the  public 
information  about  the  background  and  disciplinary  history  of 
stockbrokers.  The  licensing  of  stockbrokers  is  accomplished  through  a 
sophisticated  computer  network  -  the  Central  Registration  Depository 
(CRD)  -  jointly  operated  by  NASAA  and  the  NASD.  Today,  the  system 
contains  registration  and  disciplinary  files  on  approximately  5,200  brokerage 
firms  and  more  than  460,000  individual  stockbrokers.  The  system  captures 
substantial  disciplinary  history  about  registrants  and  draws  from  several 
sources  for  its  data.  Individual  registrants  and  their  employing  brokerage 
firms  also  are  required  to  disclose  fully  all  disciplinary  history;  a  failure  to  do 
so  may  serve  as  a  separate  ground  for  state  licensing  actions.  The  CRD 
database  now  serves  as  a  primary  source  of  information  for  investors  to 
learn  about  the  disciplinary  and  employment  history  of  stockbrokers. 
Today,  investors  may  call  either  their  state  securities  agency  or  the  NASD 
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to  access  background  data  on  a  particular  stockbroker  or  firm.  NASAA  and 
the  individual  states  use  every  opportunity  available  to  them,  including  the 
news  media,  speaking  engagements,  public  statements,  and  more,  to  alert 
consumers  to  this  service.  There  are  no  comparable  licensing  requirements 
for  bank  personnel,  nor  are  we  aware  of  any  efforts  contemplated  by  federal 
banking  regulators  to  design,  build  or  maintain  such  a  computer  system  for 
those  bank  personnel  who  may  now  sell  securities  or  render  Investment 
advice. 

o  Securities  regulators  employ  a  high-profile  program  for  exposing 
securities  law  violators,  thereby  warning  the  public  about  a 
troublesome  scheme,  firm  or  individual.  Federal  and  state  securities 
regulators,  as  well  as  the  industry's  self-regulatory  organizations, 
deliberately  seek  to  publicize  as  widely  as  possible  any  disciplinary  action 
taken  against  individual  brokers  or  brokerage  firms.  The  goal  is  to  provide 
as  much  information  as  is  possible  to  the  investing  public  so  that  they  may 
avoid  dealing  with  unscrupulous  or  dishonest  operators. 

Currently,  banks  also  may  serve  as  Investment  advisers  to  certain  mutual  funds  without 
registering  under  the  Investment  Advisers  Act  of  1940.  As  a  result  of  this  loophole, 
shareholders  in  mutual  funds  advised  by  banks,  unlike  their  counterparts  in  other  mutual 
funds,  do  not  receive  the  protections  of  that  Aci  s  provisions,  including  those  related  to 
the  recordkeeping  and  inspections  conducted  by  the  SEC  and  those  restricting 
performance-based  fees  and  other  potential  conflicts  of  interest.  H.R.  3447  would  remove 
the  exclusion  for  banks  from  the  definition  of  "investment  adviser"  under  Section  202(a)(3) 
of  the  Investment  Advisers  Act  if  the  bank  or  bank  holding  company  acts  as  an 
investment  adviser  to  a  registered  investment  company. 

H.R.  3447  not  only  addresses  the  consumer  protection  gap  by  significantly  narrowing  the 
exclusions  from  the  various  securities  laws  for  banks,  the  legislation  also  addresses  the 
issue  of  similar  or  common  names.  Section  116  of  the  bill  would  prohibit  the  use  of  the 
bank's  name,  title  or  logo  (including  names,  titles  and  logos  that  are  similar  to  or  a 
variation  of)  by  an  affiliated  investment  company.  NASAA's  view  is  that  such  a 
requirement  would  greatly  assist  in  reducing  consumer  confijsion  concerning  the 
uninsured  status  of  investment-related  products  sold  on  bank  premises. 

Mr.  Chairman  and  Members  of  the  Committee,  it  is  obvious  that  such  an  elaborate  and 
highly  specialized  oversight  function  as  currently  exists  for  securities  brokers  and  firms 
simply  cannot  be  duplicated  by  federal  banking  agencies,  unless  there  are  thousands  of 
employees  now  sitting  in  these  agencies  with  nothing  to  do  and  millions  of  dollars  of 
taxpayer  money  available  to  be  spent  on  putting  in  place  the  duplicative 
infrastructure  that  would  be  necessary  to  carry  out  such  a  program.  In  addition,  such 
efforts  would  seem  to  njn  contrary  to  the  Administration's  stated  goal  of  regulatory 
consolidation. 

NASAA  would  suggest  that  a  more  reasonable  and  appropriate  approach  would  be  for 
Congress  to  adopt  the  functional  regulation  system  envisioned  in  H.R.  3447.  If  H.R.  3447 
is  adopted,  the  result  will  be  strengthened  investor  protection,  without  duplicative  and 
costly  overlap  in  the  fijnctions  of  federal  securities  and  banking  regulators.  At  the  same 
time,  NASAA  would  commend  to  the  Committee  for  its  consideration  certain  elements 
contained  in  H.R.  3306,  the  "Depository  Institution  Retail  Investment  Sales  and  Disclosure 
Act,"  introduced  by  Representatives  Gonzalez  and  Schumerand  currently  pending  before 
the  House  Banking  Committee.  Among  the  provisions  in  that  bill  supported  by  NASAA 
are: 

o  A  prohibition  on  banks  sharing  confidential  customer  information  with 
any  affiliated  securities  operations.  Most  bank  customers  would  be 
extremely  disturbed  to  learn  that  financial  institutions  routinely  share  with 
securities  salespersons  what  commonly  is  considered  confidential 
information  about  the  customer's  finances,  including  the  maturity  dates  of 
these  CDs.  It  is  clear  that  banks  are  supplying  this  information  to 
brokerage  operations  in  the  hopes  of  persuading  bank  customers  to 
purchase  uninsured  investment  products  with  the  funds  earned  when  CDs 
have  been  cashed  in. 


87 


o  Physical  segregation  of  securities  sales  activities.  In  testimony  on 
March  2, 1994,  before  the  House  Energy  and  Commerce  Subcommittee  on 
Oversight  and  Investigations,  federal  prosecutors  in  the  Lincoln  Savings 
case  claimed  that  the  sale  of  American  Continental  Corporation  (ACC) 
bonds  in  the  Lincoln  lobbies  dropped  off  sharply  after  the  bank  was  forced 
to  move  the  sale  of  the  uninsured  investment  products  out  of  the  bank 
lobbies.  It  is  clear  that  one  reason  consumers  are  so  confused  about  the 
uninsured  status  of  investment  products  sold  in  bank  lobbies  is  due  to  the 
blurring  of  the  distinction  between  the  traditional  (and  insured)  banking 
activities  and  the  investment-related  (and  uninsured)  activities.  There  should 
be  a  clear  segregation  of  insured  and  uninsured  products.  Having  said  this, 
NASAA  also  recognizes  that  small  banks  may  have  great  difficulty  in 
achieving  the  physical  and  personnel  separation  that  NASAA  believes  is 
essential.  As  such,  NASAA  is  willing  to  work  with  Congress  and 
representatives  of  smaller,  community  banks  to  design  a  modification  of  this 
requirement  to  accommodate  such  institutions.  NASAA  believes  that  such 
modifications  may  be  accomplished  without  opening  up  a  broad  loophole. 

o  Improved  disclosure  about  the  uninsured  nature  of  investment 
products  and  the  risks  and  fees  associated  with  them  It  is  clear  that 
whatever  currently  is  being  provided  in  terms  of  disclosure  simply  is 
not  working.  Customers  remain  confused  about  the  uninsured  status  of 
Investment  products  and  the  risks  and  fees  associated  with  them.  As  a 
result,  NASAA  supports  disclosure  that  is  timely  and  is  proven  to  be 
effective.  An  additional  area  in  which  there  is  a  desperate  need  for  clear 
and  accurate  disclosure  is  that  concerning  SIPC  coverage.  Whether 
intentional  or  not,  the  discussion  in  many  instances  of  SIPC  coverage  in 
connjction  with  investments  sold  at  banks  is  clearly  misleading.  In  fact, 
when  SIPC  is  mentioned,  it  appears  to  be  designed  to  give  false  comfort 
that  it  is  somehow  analogous  with  FDIC  insurance,  which  is  most  certainly 
not  the  case.  In  addition,  NASAA  recommends  that  the  disclosure  be 
required  for  aN  transactions,  solicited  as  well  as  unsolicited. 

If  H.R.  3447  is  adopted,  along  with  key  elements  currently  contained  in  H.R.  3306, 
Congress  will  have  succeeded  in  laying  the  foundation  for  what  would  be  an  extraordinary 
piece  of  pro-consumer,  pro-competition  financial  reform  legislation. 

STATE  EFFORTS 

It  also  is  recognized  that  a  serious  effort  must  be  undertaken  to  review  the  extent  and 
effectiveness  of  current  state  securities  regulator/  oversight.  The  first  order  of  business 
for  state  securities  regulators  has  been  to  gather  information  about  what  is  going  on  in 
the  marketplace  and  to  get  a  better  sense  of  how  it  is  that  banks  are  entering  the 
securities  business.  The  NASAA  committee  on  which  I  serve  as  chair,  the  Bank  Securities 
Activities  Committee,  was  establisheo  nearly  one  year  ago  and  was  charged  with 
reviewing  state  securities  laws  and  regulations  to  determine  what  changes  may  be 
necessary  in  view  of  the  expanding  role  that  banks  are  playing  in  the  securities 
marketplace.  NASAA  also  is  taking  a  serious  look  at  the  statutory  authority  of  state 
securities  regulators  to  determine  what  changes  may  be  necessary  in  the  oversight  of 
registered  broker-dealers  who  operate  on  bank  premises.  Finally,  a  number  of  individual 
states  also  are  moving  to  put  in  place  new  rules  governing  the  bank  activities  of  broker- 
dealers. 

CONCLUSION 

Mr.  Chairman  and  Members  of  the  Committee,  NASAA  commends  you  for  focusing 
national  attention  on  the  serious  consumer  protection  concerns  that  arise  as  the  result 
of  the  sale  of  uninsured  investment  products  on  bank  premises.  The  interest  expressed 
by  this  Committee  in  the  issue  is  very  much  appreciated,  particularly  given  that  it  is, 
indeed,  older  Americans  who  comprise  the  most  "at  risk"  group.  NASAA  and  its  individual 
members  look  forward  to  working  with  you  and  your  staffs  as  you  move  forward  in  your 
Inquiry  into  these  important  issues. 
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Senator  Pryor.  Thank  you,  Ms.  Crawford.  We'll  have  a  few  ques- 
tions in  a  few  moments,  when  our  other  panelists  conclude. 
Mr.  Pollard. 

STATEMENT  OF  ALFRED  M-  POLLARD,  SENIOR  DIRECTOR, 
THE  BANKERS  ROUNDTABLE 

Mr.  Pollard.  Thank  you,  Mr.  Chairman.  I  am  Alfred  Pollard, 
the  senior  director  of  legislative  affairs  at  The  Bankers  Roundtable. 
I'm  pleased  to  be  here  today  to  provide  the  committee  information 
on  this  important  subject  of  sales  of  uninsured  products  by  banks, 
with  a  focus  on  older  customers. 

Mr.  Chairman,  commercial  banking  is  among  the  most,  if  not  the 
most,  heavily  regulated  industries  in  the  United  States.  In  offering 
non-deposit  product,  banks  respond  to  customer  demands,  but  must 
do  so  under  the  eye  of  multiple  Federal  and  State  regulators.  There 
are  about  11,000  banks  and  2,400  savings  institutions,  and  all  told, 
I'd  estimate  there's  almost  a  regulator  per  bank.  It's  a  very  high 
figure. 

Bank  involvement  with  mutual  funds  is  limited,  since  they  may 
not  sponsor  or  distribute  funds.  They  do  often  do  the  more  difficult 
work  of  advising  them,  however.  Bank  sales  of  uninsured  funds  are 
normally  undertaken  in  three  ways — sales  by  bank  personnel,  sales 
by  affiliated  companies,  and  sales  by  independent  third-party  ven- 
dors. The  lion's  share  of  bank  sales  is  undertaken  by  registered 
representatives,  and  this  is  the  reference  you  made  to  the  OCC 
sajring  they  want  all  of  them  to  take  this  licensing  exam. 

Properly  administered,  bank  sales  of  uninsured  products  add 
value  for  customers  and  provide  services  that  might  otherwise  be 
unavailable,  particularly  where  a  bank  or  its  branch  is  the  only 
service  provider  with  a  physical  presence  in  a  community  or  neigh- 
borhood. Consumers  clearly  benefit. 

Key  areas  for  our  industry's  focus  today  include  clear  disclosure 
in  oral  and  written  communications  that  products  are  not  insured, 
that  products  are  not  backed  or  guaranteed  by  the  bank,  and  that 
products  entail  investment  risk,  including  fluctuation  in  value  and 
possible  principal  loss.  Further,  the  banking  industry  believes  that 
products  should  be  appropriate  for  each  person  based  on  their  in- 
vestment goals  and  financial  situation. 

We  have  created  a  voluntary  compliance  program.  I'm  pleased  to 
note  the  group  with  which  I  work,  in  1991,  put  out  two  documents 
for  its  members  on  voluntary  action — first,  in  the  marketing;  and, 
second,  in  working  with  outside  vendors.  Recently,  six  financial  in- 
stitution trade  associations  provided  the  following  guide:  "Retail  In- 
vestment Sales:  Guidelines  for  Banks."  This  is  a  comprehensive 
document.  It's  been  cited  favorably  by  the  regulators  and  it  runs 
through  the  entire  gamut  of  sales  of  products,  from  the  initial  se- 
lection of  mutual  funds  all  the  way  through  to  arbitration  of  com- 
plaints. It  makes  clear  many  of  the  issues  you've  heard  from  the 
earlier  witnesses,  some  of  which  I  thought  were  fairly  positive — 
that  is,  keeping  the  sales  in  a  separate  area  of  the  bank,  being  sure 
that  tellers  do  no  more  than  simply  say  "You  may  wish  to  talk  to 
someone  in  this  other  area,"  and  also  the  signage,  which  is  very  im- 
portant. 
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I  think  from  where  you're  sitting,  Mr.  Chairman,  you  can  see  this 
model.  This  is  a  reduced  size  version  of  it  that  is  supposed  to  be 
sitting  on  every  desk  of  every  one  of  these  people — ^"Not  insured" — 
just  what  I  said  in  my  testimony,  and,  again,  that's  a  model  to  be 
used. 

I  would  note  the  banking  regulators  have  been  working  on  this 
issue  for  some  time.  They  both  acted  to  provide  information  and 
recommended  methods  for  banks  to  meet  their  obligations.  A  rather 
extensive  set  of  guidelines,  which  is  attached  to  my  statement,  was 
provided  by  the  OCC.  This  document  and  others  have  underscored 
new  examination  guidelines  for  examiners,  and  I'd  like  to  empha- 
size this  point.  We  don't  simply  have  guidelines  put  out  to  us,  we 
actually  have  active  examinations. 

I  would  note  also  that  the  banking  regulators  themselves  have 
issued  a  publication  which  is  available  to  all  banks  to  put  in  their 
lobbies,  which  we  have  encouraged.  When  you  open  it,  this  little  or- 
ange panel  has  a  very  important  message,  which  I'm  not  sure  you 
can  see  this  clearly  from  where  you're  sitting:  "Deposits  are  insured 
by  the  U.S.  Grovemment.  Investments  such  as  mutual  funds  aren't, 
even  if  you  purchase  them  at  a  bank." 

Ongoing  efforts  continue.  In  a  letter  to  the  industry  of  September 
19,  1994,  the  OCC  concluded  a  review  of  advertising  and  marketing 
materials  for  uninsured  products  sold  by  banks.  Over  700  nation^ 
banks  voluntarily  participated  and  submitted  over  8,500  disclosure 
documents.  Based  on  its  review,  the  OCC  felt  that  continued  work 
needs  to  be  done.  Importantly,  the  OCC  provided  this  review  prior 
to  the  next  series  of  examinations  to  afford  banks  the  opportunity 
to  improve  their  efforts.  This  is  a  positive  approach  that  will  bene- 
fit bank  customers. 

While  the  OCC  review  is  not  scientific,  the  OCC  clearly  believes 
it  shows  that  more  needs  to  be  done.  Of  greatest  concern  was 
whether  information  was  conspicuous,  and  the  OCC  called  for  larg- 
er typeface  and  publication  away  from  the  back  of  documents. 

As  noted  earlier,  older  Americans  have  long  valued  their  banking 
relationships,  whether  they  are  doing  business  in  big  cities  or  rur^ 
areas.  Banks  that  offer  uninsured  products  are  still  guided  by  the 
reality  that  the  vast  majority  of  older  Americans  come  to  them  for 
insured  deposit  products — savings  accounts,  NOW  accounts,  and 
CDs — and  banks  seek  to  enhance  this  through  instruments  that 
are  fundamental  to  this  important  relationship. 

As  noted  in  the  industry  guidelines,  banks  must  ensure  that  dis- 
closures are  made  clearly  and  their  customers  understand  the  risks 
of  investment  products  and  their  suitability.  All  elements  are  criti- 
cal here — employee  training,  requirements  placed  on  employees 
and  third-party  vendors  to  adhere  to  marketing  rules,  clear  and 
conspicuous  disclosures,  and  an  opportunity  for  customers  to  make 
a  decision  and  to  demand  additionaJ  information. 

I'll  abbreviate  my  remarks  because  of  the  time  to  note  that  the 
OCC,  in  its  guidance  document,  singled  out  in  the  area  of  suit- 
ability concerns  for  older  Americans,  and  I'll  quote: 

One  example  of  a  critical  suitability  determination  involves  sales  to  elderly  bank 
customers.  Many  of  these  customers  rely  upon  investments  or  savings  for  retirement 
income  and  may  consequently  demand  high  jrields.  They  may  not,  however,  have  the 
ability  to  absorb  or  recover  losses.  A  nondeposit  investment  salesperson  shovdd  also 
be  aware  that  it  is  especially  important  to  make  a  careftil  suitability  recommenda- 
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tion  when  dealing  with  a  svirviving  spouse  who  is  not  experienced  in  investment 
matters. 

Finally,  as  some  members  of  the  Committee  expressed  today, 
where  older  Americans  have  problems,  there  are  several  solutions. 
First,  request  further  information.  Don't  buy  anything  until  you're 
comfortable.  Second,  go  to  the  branch  manager  if  you  can't  get  the 
answer  you  want  or  are  uncomfortable  with  the  service  you  re- 
ceived. Tliird,  write  down  your  concern  at  the  time.  Don't  wait  until 
some  later  time.  And,  finally,  take  time  to  read  the  materials  and 
demand  that  they  be  understandable.  The  interagency  statement 
put  out  by  the  regulators  requires  banks  to  have  methods  for  en- 
suring that  customer  complaints  are  reviewed  by  bank  managers. 

Let  me  conclude  that  banks  have  strong  incentives  to  inform 
older  Americans  about  their  investments.  We  have  every  incentive 
to  maintain  customer  confidence  by  demonstrating  that  banks  are 
the  most  trusted  providers  of  financial  services  and  that  customers 
should  do  their  business  with  the  bank  involved.  This  is  £in  ongoing 
effort  to  which  the  industry  and  its  trade  groups  are  committed. 

[The  prepared  statement  of  Mr.  Pollard  follows:] 
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STATEMENT 


OF 


ALFRED  M.  POLLARD 

SENIOR  DIRECTOR 

THE  BANKERS  ROUNDTABLE 


Mr.  Chairman  and  members  of  the  Committee,  I  am  Alfred  Pollard,  Senior  Director 
for  Legislative  Affairs  at  The  Bankers  Roundtable.  The  Roundtable  represents  the 
nation's  major  banking  companies.  I  am  pleased  to  be  here  today  to  provide  the 
Committee  information  on  the  important  subject  of  sales  of  uninsured  products  by 
banks  with  a  focus  on  older  customers. 

Mr.  Chairman,  fiill  service  banks  provide  a  range  of  insured  and  uninsured 
products  to  meet  customer  needs.  Products  have  varied  over  the  years  to  meet 
changing  consumer  interests,  and  banks  have  long  provided  securities  services  to 
retjiil  customers. 

Older  Americans  have  expressed  increased  interest  in  recent  years  in  products  such 
as  annuities  and  mutual  funds  and  the  ability  to  shop  for  these  investments  in 
convenient  and  accessible  locations. 

Banks  are  fully  committed  to  ongoing  efforts  to  improve  their  delivery  systems  and 
the  range  of  products  available  and,  most  important,  to  insure  that  customers  are 
aware  of  the  nature  of  products  and  of  avenues  to  air  any  grievsinces  or  concerns 
they  may  have.  The  banking  industry,  its  trade  groups  and  the  industry  regulators 
have  worked  cooperatively  to  provide  guidance  on  enheincing  consiomer  awareness. 
This  process  continues. 

I.  Background 

Under  the  law,  bank  offerings  of  uninsured  products-  mutual  funds,  securities, 
annuities—  are  founded  on  a  bank's  agency  role  and  ability  to  offer  products  that  are 
related  to  banking  or  constitute  the  business  of  banking.  For  example,  in  the  1980s, 
banks  were  permitted  to  offer  discoimt  brokerage  and  investment  advice.  Today, 
banks  offer  a  wide  array  of  important  financial  products  and  services  as  agents  to 
their  customers.  The  public  is  well  served  by  hank  competition  in  making  mutual 
funds  and  other  products  and  services  aveiilable  to  customers. 

Mr.  Chairman,  commercial  banking  is  among  the  most,  if  not  the  most,  heavily 
regulated  industries  in  the  United  States.  In  offering  nondeposit  products,  banks 
respond  to  customer  demands,  but  must  do  so  under  the  eye  of  multiple  federal  and 
state  regulators.  There  are  about  11,000  banks  and  2,400  savings  institutions  and, 
all  told,  I  would  estimate  that  there  are  nearly  as  many  federal  and  state  bank 
examiners  as  banks.  A  bank  or  savings  institution  selling  any  regulated  product 
faces  regulation  not  only  by  a  state  or  federed  agency,  but  also  federal  oversight  by 
one  or  more  of  the  four  primary  federal  regulators—  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Office  of  Thrift 
Supervision  and  the  Federal  Reserve  Board. 

Bank  involvement  with  mutual  funds  is  limited,  since  they  may  not  sponsor  or 
distribute  funds;  banks  often  do  the  more  difficult  work  of  advising  funds  on  their 
investments,  however.  Banks  may  advise  funds  and  affiUate  with  funds,  but  they 
may  not  be  the  actual  sponsor.  Today,  bank  sales  of  uninsured  funds  are  normally 
undertaken  in  three  ways—  sales  by  bank  personnel,  sales  by  affiUated  companies 
and  sales  by  independent  third  party  vendors.  The  lion's  share  of  bank  sales  is 
undertaken  by  registered  representatives. 
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Each  bank  customer  base  has  varying  interest  in  uninsured  products,  and  sales 
vary  by  bank  and  even  by  branches  of  a  bank.  In  every  instance,  be  there  low  sales 
volume  or  high,  federal  regulators  and  the  banking  industry  have  called  for 
additional  caution  in  sales  of  uninsured  products  in  banks,  a  move  that  has  been 
effective.  Properly  administered,  bank  sales  of  uninsured  products  add  value  for 
customers  and  provide  services  that  might  otherwise  be  unavailable,  particularly 
where  a  bank  or  its  branch  is  the  only  service  provider  vdth  a  physical  presence  in  a 
community  or  neighborhood.  Consumers  clearly  benefit. 

II.  Recent  Concerns  with  Consumer  Disclosure  and  Industry  Efforts 

Mr.  Chairman,  surveys  have  indicated  a  degree  of  consumer  confusion  over  the 
uninsured  nature  of  mutual  funds  regardless  whether  sold  by  a  bank  or  a  securities 
firm.  While  these  surveys  may  be  questioned,  they  are  of  great  concern  to  the 
banking  industry.  Whether  they  show  a  declining  rate  of  confusion  or  that  there  is 
greater  confusion  over  the  insured  status  of  an  investment—  involving  the  Securities 
Investors  Protection  Corporation  (SIPC)  or  the  Federal  Deposit  Insurance 
Corporation  (FDIC)—  or  whether  they  provide  any  guidance  for  the  future,  the 
banking  industry  takes  customer  matters  very  seriously.  What  is  clear  is  that 
banks  are  moving  ahead  to  improve  consumer  disclosures  and  to  create  greater 
consumer  awareness. 

Key  areas  for  the  industry's  focus  include  clear  disclosure  in  oral  and  written 
communications  that  products  are  asi  insured,  that  products  are  not  backed  or 
guaranteed  by  the  bank  and  that  products  entail  investment  risk  including 
fluctuation  in  value  and  possible  principal  loss.  Further,  the  banking  industry 
believes  that  products  should  be  appropriate  for  each  person  based  on  their 
investment  goals  and  financial  situation. 

The  banking  industry  has  created  a  voluntary  comphance  program  for  disclosure, 
an  effort  it  continues  to  press  for  improvement.  The  Bankers  Roundtable  in  1991, 
long  before  current  concerns  arose,  developed  with  its  members  guidelines  on 
marketing  of  uninsured  products  and  on  the  selection  of  third  party  vendors. 
[Attachment  1] 

More  recently,  six  depository  institution  trade  groups—  The  Bankers  Roundtable, 

the  Savings  &  Community  Bankers  of  America,  the  Consumer  Bankers  Association, 
the  American  Bankers  Association,  the  Independent  Bcuikers  Association  of 
America  and  the  National  Bankers  Association-  joined  to  provide  a  38-page  guide 
entitled  Retail  Investment  Sales:  Guidelines  for  Banks  (February  1994). 

This  comprehensive  docvunent,  cited  favorably  by  bank  regulators  in  their  own 
policy  statements,  contains  a  thorough  review  of  how  banks  should  manage  the 
need  for  customer  awareness  in  sales  of  these  products.  The  document  provides 
clear  guidance  on  almost  every  topic  from  location  of  sales,  advertising,  sample 
investment  product  acknowledgments,  suitability,  employee  qualification,  training 
and  compensation,  dispute  resolution  including  arbitration  and  the  role  of  bank 
management  and  boards  of  directors.  For  example,  it  is  made  clear  that  tellers  may 
not  be  involved  in  advising  customers  on  investments  and  that  signage  and  the 
"geography"  of  the  branch  are  important  in  customer  awareness.   [Attachment  2] 

III.  Reg'ulatory  Initiatives 

Banking  regulators  also  have  issued  a  series  of  pronouncements  intended  to  inform 
banks  of  their  obligations  and  of  recommended  methods  to  meet  these  obligations 
and  to  guide  bank  examiners  on  what  to  look  for  in  reviewing  the  operations  of 
banks  in  their  sales  of  uninsured  products  such  as  mutual  funds  and  annuities.  A 
rather  extensive  set  of  guidelines,  attached  to  my  statement,  was  provided  by  the 
Office  of  the  Comptroller  of  the  Currency  (OCC);  similar  guidance  has  come  fi-om 
the  other  regulators.   [Attachment  3] 

By  way  of  background,  most  bank  regulators  in  1993  provided  revised  guidance 
documents  to  institutions  they  oversee  and  in  February  of  1994  joined  together  to 
issue  an  Interagency  Statement  on  Retail  Sales  of  Nondeposit  Investment  Products 
(February  15,  1994).  (Contained  in  Attachment  3] 
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This  document  underscored  regulatory  concerns  related  to  these  sales.  The 
agencies  subsequently  have  issued  new  examination  guidelines  for  their  examiners. 
This  has  included  attention  to  third  party  arrangements—  afBhated  and 
nonaffiliated—  and  direct  marketing  by  bank  personnel.  For  third  party  vendors, 
regulatory  exams  focus  on  agreements  with  the  third  party,  bank  criteria  for 
selecting  the  third  party  and  a  bank's  methods  for  determining  the  vendor's 
compliance  with  bank  policies  and  the  interagency  statement.  Examiners  must 
review  disclosures  and  advertising,  employee  training  and  verify  how  suitabihty 
determinations  are  made,  compensation  programs  and  physical  settings.  Higher 
standards  exist  for  sales  by  affiliated  third  party  vendors.  Finally,  for  bank  direct 
sales,  examiners  are  called  upon  to  review  carefully  disclosure  and  advertising, 
compensation  programs,  physical  operation  and  to  see  that  treuning  prograons  are 
comparable  to  industry  standards  for  insurance  agency,  brokers  or  registered 
securities  dealers  and  that  where  appropriate  employees  are  Hcensed  or  registered 
under  appHcable  law.  Regulators  are  looking  for  banks  to  conform  their  suitabihty 
standards  with  the  Rules  of  Fair  Practice  of  the  NASD;  this  includes  information  on 
income,  tax  status,  net  worth  (net  of  residential  real  estate),  current  investments, 
risk  tolerance  and  investment  objectives. 

Ongoing  efforts  continue.  In  a  letter  to  the  industry  of  September  19,  1994,  the 
OCC  concluded  a  review  of  advertising  and  marketing  materials  for  uninsured 
products  sold  by  national  banks.  Over  700  national  banks  voluntarily  participated 
and  submitted  over  8,500  disclosure  documents.  Based  on  its  review,  the  OCC  felt 
that  continued  work  needs  to  be  done.  The  OCC  provided  this  review  prior  to  the 
next  series  of  examinations  to  afford  banks  the  opportunity  to  improve  their  efforts. 
This  is  a  positive  approach  that  will  benefit  bank  customers.  While  the  OCC  review 
was  not  "scientific,"  the  OCC  clearly  believes  it  shows  that  more  needs  to  be  done. 
Of  greatest  concern  was  whether  information  was  conspicuous,  and  the  OCC  called 
for  larger  tjrpeface  and  pubhcation  away  from  "the  back"  of  documents. 

On  annuities,  the  OCC  called  for  greater  clarification  of  the  terms  guaranteed  or 
insured  to  indicate  this  related  to  the  product  involved,  not  to  the  FDIC  or  the  bank, 
and  to  avoid  terms  that  might  also  refer  to  banking  products.  The  OCC  even  noted 
that  while  insurance  companies  may  use  these  terms,  banks  needed  to  add  greater 
clarity  for  their  customers.  Here  one  can  see  a  clear  focus  on  banks  maintaining  a 
higher  standard  than  that  required  of  other  financial  service  providers.  The  OCC 
called  on  the  industry  for  assistance.  OCC  guidance  was  helpful  and  clear  and  was 
sent  to  the  presidents  of  all  national  banks. 

IV.  Older  Americans 

As  noted  earlier,  older  Americans  have  long  valued  their  banking  relationships 
whether  they  are  doing  business  in  big  cities  or  rural  areas.  There  is  a  clear 
convergence  of  the  interest  of  older  citizens  and  banks—  both  seek  stability,  szifety 
and  soundness,  security,  confidence  and  someone  with  whom  to  work  over  time  on 
financial  affairs.  This  is  true  in  the  area  of  uninsured  product  sales  and  is  true 
regardless  of  regulatory  involvement.  Banks  are  guided  by  the  realization  that 
older  Americans  have  mature  investment  portfolios,  are  seeking  safety,  are  seeking 
good  returns  over  time  and  protection  of  principal.  Banks  look  for  long  term 
relationships.  Older  Americans  are  important  customers  and  seek  a  broad  array  of 
choices  in  convenient  locations. 

Banks  that  offer  uninsured  products  are  still  guided  by  the  reality  that  the  vast 
majority  of  older  Americans  come  to  them  for  insured  deposit  products—  savings 
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accounts,  NOW  accounts,  CDs--  and  banks  seek  to  enhance  through  such 
instruments  that  fundamental  and  important  relationship.  As  noted  in  the 
industry  guidelines,  banks  must  insure  that  disclosures  are  made  clearly  and  that 
their  customers  understand  the  risks  of  investment  products  and  their  suitability. 
Some  banks  maintain  computer  softweire  that  permits  information  gathered,  edong 
the  lines  of  the  NASD  Rules  of  Fair  Practice,  to  be  employed  in  adding  to  a  decision 
on  suitability.  All  the  elements  are  critical  here—  employee  training,  requirements 
placed  on  employees  and  third  party  vendors  to  adhere  to  marketing  rules,  clear 
and  conspicuous  disclosures  and  an  opportunity  for  customers  to  make  a  decision 
and  to  demand  additional  information.  Bank  customers  need  to  know  what  they 
are  acquiring  when  they  invest  in  financial  instruments—  a  need  the  industry  has 
committed  to  meeting. 

The  OCC  in  its  guidance  documents  has  called  on  banks  to  exercise,  where 
appropriate,  additional  care  in  working  with  older  customers.  Particularly  in  the 
area  of  suitability,  the  OCC  noted 

One  example  of  a  critical  suitability  determination  involves  sales  to  elderly 
bank  customers.  Many  of  these  customers  rely  upon  investments  or  savings 
for  retirement  income  and  may  consequently  demand  high  yields.  They  may 
not,  however,  have  the  ability  to  absorb  or  recover  losses.  A  nondeposit 
investment  salesperson  should  also  be  aware  that  it  is  especially  important 
to  make  a  careful  suitability  recommendation  when  dealing  with  a  surviving 
spouse  who  is  not  experienced  in  investment  matters.  Comptroller's 
Handbook  for  National  Bank  Examiners,  section  413.1. 

Finally,  where  older  Americans  have  problems  there  are  several  solutions-  first, 
request  further  information—  don't  buy  anything  until  you  are  comfortable;  second, 
go  to  the  branch  manager  if  you  cannot  get  the  answer  you  want  and  demand 
additional  assistance;  third,  write  down  your  concern  at  the  time-  don't  wait  until 
some  later  time;  and,  finally,  take  the  time  to  read  materials  and  demand  that  they 
be  understandable.  The  Interagency  Statement  requires  banks  to  have  methods  for 
insiuing  that  customer  complaints  are  reviewed  by  beuik  management. 

Banks  have  strong  incentives  to  inform  older  AmericEins  about  their  investments; 
banks  have  every  incentive  to  mainteiin  customer  confidence  by  demonstrating  that 
banks  are  the  most  trusted  providers  of  financial  services  and  that  customers 
should  do  their  business  with  the  b£uik  involved.  This  is  an  ongoing  effort  to  which 
the  industry  is  committed. 
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Attachment  1 


The  Bankers  Roundtable 


Policy  Statement  on  Marketing  of  Uninsured  Products 

Voluntary  Guidelines  on  Marketing  of  Uninsured  Products 

1.  Insured/Non-Insured  Feature.  Show  prominently  on  all  marketing  and 
offering  materials  whether  the  product  is  not  insured  by  the  FDIC. 

2.  Customer  Understanding.  Establish  procedures  to  ensure  that  customers 
have  been  advised  and  understand  when  the  product  is  not  insured  by  the 
FDIC  or  another  government  agency;  this  may  include  some  form  of  written 
acknowledgement. 

3.  Designated  Sales  Areas.  The  marketing  of  traditional  banking  savings 
products  in  the  same  sales  area  as  uninsured  products  makes  it  all  the  more 
essential  that  merchandising  materials  and  financial  instnmaents  clearly 
and  prominently  reflect  the  uninsured  nature  of  the  investment  products 
being  sold.  The  clear  and  prominent  disclosure  of  the  non-insured  status  of 
banking  and  investment  products  diminishes  the  need  for  segregated  areas 
for  marketing  insured  and  non-insured  products. 

4.  Tei-ms  of  the  Offer.  Adhere  to  the  industry's  code  of  ethics  (Lfi.,  FACE)  in  all 
aspects  in  advertising  and  promoting  non-insured  products. 

5.  Compensation/Incentives.  Insure  compensation  and  incentive  programs  do 
not  motivate  sales  behavior  that  is  inconsistent  with  preserving  the  trust 
and  regard  of  the  American  public.  Cultivate  a  customer-oriented  sales 
ethic:  "If  it's  good  for  the  customer,  it's  good  for  the  bank." 

6.  Training-  and  Monitoring.  Insure  sales  teams,  whether  bank  employees  or 
bank-sponsored  third  parties,  imderstand  clearly  customer-oriented  sales 
ethics  £md  the  differences  in  the  legal  requirements  £ind  customer  benefits  of 
insured  and  uninsured  products.  Monitor  compliance  with  these  guidelines 
consistently,  and  enforce  high  standards  of  accountability  in  all  sales  efforts. 

The  Bankers  Roundtable  believes  that  prompt  action  in  adopting  these  guidelines 
and  following  those  promulgated  by  the  regulatory  agencies  will  result  in  stronger 
customer  relationships,  more  effective  sales  activities  and  more  profitable  consumer 
banks. 


Adopted  by  The  Bankers  Rotindtable  Board  of  Directors,  April  1991;  Revised 
September  1991. 
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Attachment    1    Cont'd 


The  Banlcers  Roundtable 


Policy  Statement  on  Uninsured  Product  Vendors 


Voluntary  Guidelines  on  Selection  of  and  Sales  by  Third  Party  Vendors  of  Uninsured 
Products 

1.  Financial  Strpnrth  Standards.  The  financial  health  of  product  providers  is  the 
critical  safety  net  for  insuring  that  products  meet  consumer  expectations  regarding 
performance  and  security.  Evaluate  financial  strength  of  product  providers  with 
standards  no  less  strict  than  those  required  by  bank  lending  policies. 

2.  Acceptable  Investment  Practices.  The  earnings  of  investment  product  providers  is 
highly  dependent  on  their  investment  practices  and,  in  turn,  their  capacity  to  meet 
the  terms  of  customer  agreements.  As  part  of  due  diligence  procedures,  assess 
comprehensively  third  party  investment  poUcies  £Uid  practices. 

3.  Adequacy  of  Reyulatorv  Oversight.  Third  parties  are  subject  to  regulatory 
oversight  of  both  national  and  state  agencies.   Review  carefully  the  quality  and 
rigor  of  regulatory  oversight  of  all  product  providers  in  jurisdictions  in  which  they 
are  Ucensed  to  operate. 

4.  Ongoing-  Commitment  to  the  Product.  Due  dihgence  practices  should  go  beyond 
product  marketing  skills  or  capabilities  to  consider  the  provider's  capacity  and 
willingness  to  maintain  its  commitment  to  the  business  and  to  the  product  over 
time. 

5.  Clear  Product  Features/Pricing.  Insure  that  the  products  to  be  sold  are  competitive 
with  similar  products,  that  terms  and  conditions  are  clear  and  easy  to  understand, 
and  that  there  are  no  hidden  charges  or  penalties. 

6.  Consumer  Disclosures  and  Protection.  Adhere  to  the  industry's  code  of  ethics  (i.e., 
FACE)  and  with  The  Bankers  Roundtable's  marketing  guidelines  in  all  aspects  of 
advertising  for,  and  promotion  of,  non-insured  investment  products;  adhere  to  the 
voluntary  guidelines  developed  by  the  banking  trade  associations  and  endorsed  by 
the  bank  regulators  governing  disclosures  and  business  practices.  Incorporate 
disclosures  into  the  sales  process  and  install  systems  to  ensure  that  the  right 
products  £U-e  sold  to  the  right  customers.  Design  and  implement  a  detailed 
consumer  sales  compliance  poUcy. 

7.  Consistent  Implementation  Oversight.  Insure  that  implemenUtion  activities  are 
consistent  with  and  suppwrt  the  bank's  overaU  goals  and  objectives,  its  ethicad  stan- 
dards, and  its  corporate  and  investment  product  strategies.  Make  vendors  aware  of 
the  obUgations  of  banking  institutions  to  their  customers. 


Adopted  by  The  Bankers  Roundtable  Board  of  Directors,  September  1991. 
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Senator  Pryor.  Thank  you,  Mr.  Pollard. 
Mr.  Galloway. 

STATEMENT  OF  SCOTT  GALLOWAY,  CO-FOUNDER,  PROPHET 
MARKET  RESEARCH  AND  CONSULTING 

Mr.  Galloway.  Thank  you,  Mr.  Chairman.  It's  an  honor  to  be 
here.  This  summer  Prophet  Market  Research  conducted  the  first 
annual  national  bank  security  service  audit,  which  consisted  of  400 
mystery  shops.  Now,  what  is  a  mystery  shop?  A  mystery  shop 

Senator  Pryor.  You're  sajdng  mystery  shop? 

Mr.  Galloway.  Mystery  shops,  and  I'll  try  and  define  what  that 
means.  A  mystery  shop  consists  of  an  independent  contractor — ^we 
have  over  100  independent  contractors  who  conduct  these  mystery 
shops — who  will  contact  a  bank  asking  about  rates.  At  that  point, 
they're  usually  referred  to  an  investment  representative.  They  will 
then  meet  with  the  investment  representative  just  as  any  typical 
investor  would  do.  The  meeting  will  take  an5rwhere  from  half  an 
hour  to  an  hour  and  a  half.  Immediately  following  the  mystery 
shop,  the  independent  contractor  will  fill  out  a  static  questionnaire 
that  records  respective  levels  of  disclosure,  customer  service  and 
sales  effectiveness. 

The  national  bank  security  service  audit  conducted  this  summer, 
as  far  as  we  know,  is  the  largest  of  its  kind.  The  study  included 
400  mystery  shops,  8  mystery  shops  for  each  of  the  50  largest 
banks  in  the  Nation  who  have  a  bank  brokerage  unit. 

We  are  not  measuring  in  many  respects  compliance  per  se.  We 
don't  really  measure  how  many  prospectuses  or  what  is  in  the  pro- 
spectus or  what  is  signed.  If  the  individual  leaves  the  branch  after 
the  meeting  and  does  not  understand  that  these  products  are  not 
backed  by  the  FDIC,  then  the  bank  and  the  investment  representa- 
tives, in  our  eyes,  have  failed,  regardless  of  what  they  take  home 
with  them  or  what  they  have  signed.  So  in  a  sense,  we're  testing 
communication  as  much  as  compliance. 

With  no  further  ado,  let's  get  to  some  of  the  data.  It's  sort  of  hard 
to  encapsulate  a  data  set  with  over  three-quarters  of  a  million  data 
points  with  five  graphs,  but  I'll  do  my  best. 

Some  of  the  more  encouraging  findings.  We  did  a  similar  study 
for  Money  Magazine  in  March — 100  mystery  shops  at  33  bank  bro- 
kerage institutions  around  the  United  States.  In  almost  every 
major  category  that  was  highlighted  in  the  Money  Magazine  arti- 
cle, our  study  this  summer  registered  significant  improvement. 

Now,  for  those  of  you  with  statistical  backgrounds,  you  might 
reply,  "Well,  the  sample  size  for  the  study  in  March  was  much 
smaller  at  100,  it's  not  valid."  The  changes  here  are  so  dramatic 
that  there  is  definitely  a  tangible  trend.  Something  positive  has 
happened  in  the  industry. 

Going  on  to  the  next  board,  one  of  the  more  disturbing  findings. 
The  mystery  shopper  will  fill  out  each  question  on  a  scale  of  0  to 
5.  In  this  case,  the  question  we're  talking  about  is  whether  or  not 
the  investment  representative  mentioned  lack  of  FDIC  insurance. 
If  the  investment  representative  was  given  a  5  by  the  mystery 
shopper  that  meant  not  only  did  they  bring  up  lack  of  FDIC  insur- 
ance, but  paused  to  ensure  that  the  prospect  understood  what  they 
were  talking  about.  In  other  words,  the  representative  did  a  truly 


98 


outstanding  job  of  communicating  that  this  product  that  they  were 
talking  about  was  not  covered  by  FDIC  insurance.  A  score  of  1 
meant  that  it  was  never  brought  up. 

As  you  can  see  here,  approximately  20  percent,  according  to  our 
scale,  did  not  do  what  we  feel  is  an  adequate  job  of  disclosing  lack 
of  FDIC  insurance.  Again,  20  percent  of  the  400  shops  that  took 
place.  This  is  obviously  somewhat  of  an  upsetting  finding  given 
that  it's  hard  to  believe  that  any  investment  representative  does 
not  understand  that  there  is  supposed  to  be  some  sort  of  verbal  dis- 
closure. 

Given  the  context  of  this  hearing,  I  thought  it  would  be  interest- 
ing to  do  sorts  by  age.  We  found  that  age  in  fact  was  a  driver  of 
service.  We  found  that  older  customers  or  seniors  or  more  mature — 
I'm  not  sure  what  the  politically  correct  term  is — older  prospects 
received  better  treatment,  fuller  disclosure,  better  customer  service. 

We  feel  this  is  primarily  driven  by  three  factors.  First,  because 
of  the  increased  scrutiny  bank  brokerages  are  making  an  effort  to 
give  greater  compliance  to  their  more  mature  customers.  Second, 
older  customers  have  more  money — ^they're  hotter  leads,  so  to 
speak.  As  a  result,  investment  representatives  are  more  eager  to 
spend  more  time  with  them  and  do  a  better  job.  Establishing  rap- 
port is  inextricably  linked  to  providing  better  compliance.  If  you  get 
to  know  somebody's  financial  situation,  you  can't  help  but  disclose 
most  of  the  major  compliance  issues. 

A  third,  less  encouraging  finding  is  that  younger  people  are 
somewhat  of  an  anomaly  in  many  of  the  bank  brokerages  around 
the  Nation  and  subsequently  do  not  receive  adequate  suitability. 
For  example,  when  I've  done  mystery  shops  myself,  I'll  find  a  lot 
of  times  I'll  sit  down  and  be  told,  "Young  man,  you  should  be  in 
equities."  They  assume  that  you  must  have  a  long  time  horizon  and 
that  you  should  be  in  equities.  There's  little  suitability  done. 

When  I  say  suitability,  I  mean  the  ability  of  the  investment  rep- 
resentative to  learn  about  the  prospect's  investment  objectives  and 
risk  tolerance  and  recommend  an  appropriate  investment  vehicle. 
Two  key  components  of  establishing  suitability  would  obviously  be 
finding  out  the  prospect's  income  level  and  tax  bracket.  In  our 
study  of  400  mystery  shops,  we  found  that  approximately  46  per- 
cent of  our  sample  were  not  asked  income  level,  and  40  percent 
were  not  asked  tax  bracket — two  relatively  fundamental  questions 
when  determining  suitability. 

Finally,  we  found  that  gender  was  in  fact  a  driver.  I  think  this 
is  a  problem  that's  endemic  to  a  number  of  industries,  and  bank 
brokerages  are  no  exception.  Women  had  a  tougher  time  being  rec- 
ognized as  a  prospect.  They  weren't  as  easily  referred,  and  once 
they  got  hold  of  the  broker,  the  IRs  in  general  weren't  as  anxious 
to  get  back  to  them.  Also,  they  didn't  receive  the  same  level  of  dis- 
closure. I  might  also  add  that  female  investment  representatives 
didn't  treat  women  any  better  than  male  investment  representa- 
tives. 

I  don't  think  there's  any  overt  misogyny  occurring  in  the  indus- 
try, I  think  what  you  have  here  are  latent  assumptions  about  a  fe- 
male's ability  or  authority  to  make  investment  decisions  for  her 
household.  As  a  result,  certain  very  subtle  inequities  occur.  Beyond 
some  of  the  ethical  issues  here,  obviously  it's  not  smart  behavior 
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on  the  part  of  the  banking  industry  when  you  look  at  the  amount 
of  wealth  in  this  country  that  is  controlled  by  females. 

This  is  evidence  of  the  power  of  mystery  shopping.  When  we  tell 
investment  representatives  that  the/re  in  fact  treating  a  segment 
of  the  population,  regardless  if  it's  based  on  gender  or  age,  dif- 
ferently, they're  usually  horrified.  The  key  is  to  let  them  know  that 
in  fact  this  is  taking  place. 

To  sum  up,  if  it  is  possible  to  sum  this  up,  there  are  definitely 
areas  of  concern  for  each  group  that  we  segmented.  I  would  think 
most  parties  would  like  to  take  a  zero-tolerance  approach  to  many 
of  these  issues.  However,  we  did  find  some  trends  that  were  very 
positive  when  looking  at  historical  performance. 

[The  prepared  statement  of  Mr.  Galloway  follows:] 
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Executive  Summary 

"Some  encouraging  improvement,  ^ut  a  long  way  to  go"  is  the  phrase  that  would  best  summarize 
the  findings  of  the  1994  National  Bank  Securities  Service  Audit  study.    Compared  to  our   last 
industry  study  of  100  mystery  shops  completed  in  March  1994  for  Money  Magazine,  there  were 
several  areas  that  registered  notable  improvements,  including: 


Failed  to  mention  lack  of  FDIC  insurance 

Did  not  differentiate  from  traditional  bank  products 

Did  not  complete  a  customer  profile 

Did  not  describe  sales  loads 

Did  not  correctly  describe  operatinB  expenses 

An  increased  focus  on  compliance,  coupled  with  the  nationwide  media  attention  from  publications 
such  as  Money  Magazine,  may  have  inspired  many  bank  brokerages  to  implement  internal  practice 
reviews  and  external  shopping  programs.  While  these  efforts  appear  to  be  bearing  fruit  it  seems 
that  some  bank  brokerages  have  gone  from  "really  bad"  to  "bad."  One  in  five  of  our  mystery 
shoppers  was  not  told  that  the  products  being  pitched  lacked  FDIC  insurance.  In  addition,  an 
alarming  percenta  ge  of  the  shoppers  was  not  asked  income  level  or  tax  bracket 

The  study  also  points  to  evidence  of  poor  sales  effectiveness,  which  may  be  resulting  in  lost 
revenues  for  the  brokerage  or  parent  bank.  The  majority  of  investment  representatives  (IRs) 
shopped  either  did  not  attempt  to  cross-sell  other  bank  products  or  failed  to  investigate  the 
prospect's  other  assets.  Given  that  many  brokerages  utihze  a  commission-based  compensation 
structure,  a  surprisingly  high  ratio  of  IRs  exhibited  poor  closing  skills.  A  significant  number  of 
TRs  adequately  disclosed  and  explained  product  benefits  but  failed  to  ask  for  the  prospect's 
business  or  schedule  a  follow-up  appointment-two  techniques  that  are  often  considered  "basic"  to 
most  sales  efforts. 

There  was  significant  variability  among  the  institutions,  but  many  consistently  scored  above  or 
below  the  mean.  Of  the  50  institutions  shopped,  more  than  80%  (42  institutions)  had  at  least  one 
IR  in  their  sample  who  may  put  the  parent  bank  and  prospect  at  risk  due  to  compliance  violations. 
Thus,  while  many  institutions  can  boast  a  strong  composite  score  on  the  survey,  in  PROPHET'S 
opinion,  very  few  can  be  granted  a  clean  bill  of  health.  The  data  also  reveals  a  strong  correlation 
between  compliance  and  sales  skill  scores.  Contrary  to  conventional  thinking,  this  implies  that 
compliance  and  production  are  in  fact  cotiq)lementaty. 
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Several  trends  were  consistent  throughout  the  data  set 

•  The  older  the  prospect,  the  better  the  comphance  scores.  This  may  be  the  result  of  a 
heightened  awareness  of  the  "little  old  lady"  syndrome,  or  it  may  be  that  young 
prospects  receive  poorer  service  because  they  are  somewhat  of  an  anomaly  in  a  bank 
brokerage  environment 

■  Another  consistent  finding  is  that  female  prospects  receive  different  treatment  than  their 
male  peers.  Women  had  more  difficulty  scheduling  appointments  and  were  twice  as 
likely  not  to  be  told  about  the  lack  of  FDIC  insurance. 

•  Finally,  IBs  in  the  Northeast  region  appear  to  follow  compliance  guidelines  more 
rigorously  and  demonstrate  a  deeper  knowledge  of  products  than  IRs  from  other 
regions. 

If  there  are  questions  regarding  the  methodology,  data,  or  interpretations  contained  in  this  report, 
please  feel  free  to  call  either  Scott  Galloway  at  4 15-695-96 10  or  Lee  Lodes  at  415-751-5064. 


Prophet  Background 

Prophet  is  a  national  market  research  firm  based  m  San  Francisco  with  offices  in  San  Diego  and 
Chicago.  Prophet  has  been  featured  in  publications  such  as  Forbes  and  Inc.  magazines  as  an 
exaa:q>le  of  a  new  generation  of  companies  that  leverage  technology  to  provide  clients  with  superior 
geiviee.  Prophet's  cUents  include  some  of  the  nation's  most  respected  corporations  ranging  from 
Apple  Computer  and  The  Gap  to  Yamaha  Motors  and  Sandoz  Pharmaceuticals.  In  addition. 
Prophet  has  completed  assignments  for  banking  institutions  in  every  major  market 

Scott  Galloway  ,  Principal:  San  Francisco  —  Scott  is  responsible  for  research  design  and 
translating  data  into  definitive  marketing  and  product  recommendations.  Since  co-founding 
Prophet,  Scott  has  ori(rinated  and  developed  new  products  and  markctine  programs  for  The  Gap, 
Symantec,  Williams- Sonoma.  Yamaha  Motors,  Apple  Computer  and  several  bank  brokerages.  As 
a  result  of  his  wotk  on  bank  n^stery  shopping  projects,  Scott  has  appeared  as  a  featured  speaker  at 
symposiums  held  by  the  Consumer  Baakeis  Asisociation  and  the  Bank  Securities  Association. 

Scott's  woik  experience  prior  to  founding  Prophet  includes  positions  in  the  fixed  income  and 
market  research  departments  of  Morgan  Stanley  and  Peter  Norton  Computing,  respectively.  He 
received  a  BA  in  economics  from  UCLA  and  an  MBA  with  an  em^^asis  in  ooarketing  from  UC 
Berkeley.  Scott  was  awarded  his  series  7  license  in  1987. 
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Senator  Pryor.  Mr.  Galloway,  you  think  things  are  getting  bet- 
ter or  worse? 

Mr.  Galloway.  Oh,  no  doubt,  they're  getting  better. 

Senator  Pryor.  What  is  causing  them  to  get  better? 

Mr.  Galloway.  It's  two  things:  Scrutiny  that's  been  placed  on 
the  industry  as  a  whole;  and  bank  brokerages  realize  that  compli- 
ance and  service  are  inextricably  linked,  £ind  they  want  repeat 
business. 

Senator  Pryor.  But  you  still  maintain  that  "One  in  five" — I'm 
quoting  from  your  study — ^"of  our  mystery  shoppers  was  not  told 
that  the  products  being  pitched  lacked  FDIC  insurance."  That  fig- 
ure still  holds,  1  in  5? 

Mr.  Galloway.  That  figure  still  holds,  and  I  might  add  in  March 
it  was  1  in  3. 

Senator  Pryor.  One  in  three.  So  we've  made  some  improvement 
since  that  time.  What  about  the  new  exam  that  is  going  to  be  re- 
quired of  people  who  deal  in  these  securities? 

Mr.  Galloway.  My  understanding  is  that  they're  saying  that 
anyone  selling  securities  is  going  to  have  to  have  a  series  7.  The 
majority  of  investment  representatives  we  deal  with  already  have 
a  series  7,  so  I  don't  see  it,  quite  frankly,  as  having  a  huge  impact. 

Senator  Pryor.  What  can  the  Congress  do,  what  should  we  do 
to  make  sure  that  everyone  receives  full  disclosure  with  regard  to 
a  potential  investment? 

Mr.  Galloway.  I'm  flattered  you  would  ask  me  that.  I'm  not  sure 
I'm  qualified  to  answer. 

Senator  Pryor.  I'm  not  sure  we're  qualified  to  answer  it,  either, 
but  I  am  searching. 

Mr.  Galloway.  I've  never  met  with  a  bank  management  that 
isn't  sincere  about  doing  anything  they  can  in  terms  of  compliance, 
and  that  even  includes  sacrificing  profits.  However,  if  you  look  at 
the  data  at  the  field  course  level,  it's  not  taking  place. 

Senator  Pryor.  Let  me  switch  to  Mr,  Pollard  just  a  moment,  and 
then  I'm  going  to  move  to  Ms.  Crawford. 

Mr.  Pollard,  we  have  here  a  brochure  where  down  in  the  middle 
of  the  document  in  barely  discemable  boilerplate  language,  is 
something  about  no  FDIC  coverage  or  insurance  or  protection. 
Now,  is  that  fall  disclosure? 

Mr.  Pollard.  What  we  would  like  to  see,  Mr.  Chairman,  first  of 
all,  is  disclosure  much  more  to  the  front  and  not  on  the  back.  We 
would  like  to  see  some  larger  typeface,  and  I  think  what  you're  see- 
ing and  what  the  Comptroller  saw  when  he  got  these  8,500  docu- 
ments was  that  some  people  were  doing  it  1  or  2  documents,  but 
not  necessarily  on  document  number  three  or  four  that  they  were 
handing  out. 

So  I  think  what  we're  really  seeing  is  not  that  folks  weren't  doing 
it,  but  when  you  submit  10  pieces  you're  using,  they  may  have  put 
it  on  one  or  two  that  they  thought  were  critical  and  doing  a  good 
job  but  perhaps  weren't  putting  it  on  document  No.  3  or  4  or  5.  We 
have  made  clear  and  the  industry  has  made  clear  and  we  are 
pressing  our  members,  as  is  the  Comptroller,  as  is  the  FDIC  and 
the  Office  of  Thrift  Supervision,  everyone,  to  get  these  things  big- 
ger, up  front  on  your  materials.  So  I  frankly  would  like  to  see  it 
larger. 
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Senator  Pryor.  In  recent  years,  we  passed  something  called 
truth  in  lending.  If  I  go  to  the  bank  or  the  S&L,  if  there  are  any 
S&L's  left,  or  whatever  and  I  want  to  buy  a  home  or  I  want  to  buy 
an  automobile,  one  of  the  little  pieces  of  paper  that  I  sign  says  that 
I  am  fully  aware  of  the  rate  of  interest,  of  the  payments,  that  I've 
been  given  full  disclosure.  Now,  is  such  a  disclosure  form  filled  out 
by  a  consumer  of  these  investments? 

Mr.  Pollard.  Yes,  absolutely,  and  that  also  is  something  we 
have  called  for  and  the  regulators  have  been  handed. 

Senator  Pryor.  Now,  is  this  a  Federal  law  that 

Mr.  Pollard.  Under  regulation. 

Senator  Pryor.  Under  regulation. 

Mr.  Pollard.  Let  me  add  here — and  I  think  you  raised  an  impor- 
tant point,  and  I  think  some  of  the  other  witnesses  raised  it — ^and 
that  is,  we  don't  want  to  overload  people,  either.  We  need  full,  clear 
disclosure.  We  don't  need  a  60-page  checklist  of  items.  That's  going 
to  lose  people.  And  what  I  think  you're  seeing  is  the  industry  devel- 
oping those  clear,  central  concepts.  You're  paying  a  fee,  all  the  dis- 
closures about  not  being  insured  and  all  of  that,  all  of  the  various 
information  items  are  finally,  I  think,  pulling  together  what  the 
consumer  can  digest,  can  understand  in  that  form.  We  don't  want 
people  signing  stuff  that  they're  signing  something  they  didn't  un- 
derstand. We  want  it  to  be  clear  that  what  they  heard  and  what 
they're  signing  match.  That's  what  is  going  on. 

Senator  Pryor.  What  about  a  one-pager? 

Mr.  Pollard.  Yes.  That's  what  I'm  talking  about. 

Senator  Pryor.  Just  say  "My  name  is  Joe  Jones,  I  am  in  the 
process  of  purchasing  securities  from  so-and-so  bank,  and  it  has 
been  fully  disclosed  to  me  that  should  I  purchase  these  securities, 
that  my  funds  are  not  insured  by  the  FDIC  or  any  branch  of  the 
U.S.  Grovemment."  Now,  do  we  have  such  a  form  like  that? 

Mr.  Pollard.  Those  forms  are  crafted  by  each  bsink;  however, 
those  forms  exist  throughout  the  industry. 

Senator  Pryor.  Is  that  a  regulation  that  they  must  exist? 

Mr.  Pollard.  Yes.  The  examiners  require  this.  They're  looking 
for  it  when  they  go  into  a  bank.  That's  the  positive  point.  Senator. 
We  don't  just  put  out  a  guideline  for  folks.  The  actual  examiners 
go  into  the  bank — that's  why  I  was  highlighting  how  many  examin- 
ers there  are — ^go  in,  collect  all  this  material,  demand  that  senior 
management  have  reviewed  it,  and  check  for  compliance. 

Senator  Pryor.  All  right.  Mr.  Pollard,  we  have  together  some  let- 
ters that  we  have  gathered  from  FDIC  and  Securities  Exchange 
Commission.  We  could  have  gotten  a  lot  more.  We  could  have  got- 
ten several  hundred,  I  think.  These  letters  are  from  people  who  feel 
like  full  disclosure  was  not  made  to  them  with  regard  to  an  invest- 
ment. Now,  did  these  people  sign  at  the  bank  a  form  that  full  dis- 
closure was  made  and  that  they  understand  that  their  investment 
was  not  guaranteed  by  the  FDIC? 

Mr.  Pollard.  I  would  hope  that  they  signed  at  the  time  of  mak- 
ing that  investment  right  then  and  at  that  moment  that  they  un- 
derstood and  in  their  communications  that  they  understood.  I  think 
what  I  also  indicated  is  that  that's  why  it's  important  for  consum- 
ers to  know  when  they're  in  that  branch  that  if  they're  not  clear, 
that's  the  time. 
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Senator  Pryor.  We  had  a  tremendous  panel  that  testified  earlier. 
What  about  the  fact  or  allegation  that  individual  private  bank  ac- 
counts and  balances  are  with  the  bank's  brokerage  subsidiaries  in 
order  to  generate  sales  to  bank  customers?  What's  the  ethics  there? 
We've  got  to  do  something  in  that  area. 

Mr.  Pollard.  I  think  it's  very  important,  and  I  do  believe  it  was 
perhaps  a  bit  misstated.  Information  on  people's  accounts  are  held 
very,  very  securely. 

Senator  Pryor.  It  doesn't  sound  like  it  from  our  original  wit- 
nesses. 

Mr.  Pollard.  We  do  market  products,  and  I'm  sure  you  have  re- 
ceived in  your  bank  statement  at  times  credit  card  information, 
and  about  other  products.  That  is  what  is  taking  place.  Bankers 
make  available  to  customers  information  on  other  products  that  we 
are  permitted  to  sell,  and  that's  taking  place. 

Senator  Pryor.  Well,  what  about  this  sharing  of  information? 
Senator  Bums  made  mention  of  this — he  bore  down  on  what  a  vio- 
lation he  felt  this  was.  Is  this  occurring? 

Mr.  Pollard.  I  think  the  Senator  used  the  word  "public,"  and  I 
think  that's  what  his  concern  was.  There's  no  public  sharing  of  in- 
formation. 

Senator  Pryor.  Well,  if  200  bank  or  brokerage  employees  can 
find  out  what  I  have  in  my  bank  account  in  that  particular  bank, 
that's  almost  public. 

Mr.  Pollard.  Right.  What  I  think  you  actually  have  is  a  bring- 
ing of  the  suitability  rules  to  bear  on  saying,  should  we  market  this 
product  and  to  whom,  and  that's  what  you're  seeing  within  the 
banking  environment,  not  between  the  bank  and  anyone  external. 

Senator  Pryor.  Mr.  Pollard,  with  all  due  respect,  and  once  again 
this  is  not  bank  bashing,  I  do  feel  that  some  of  your  responses 
seem  to  be  a  little  bureaucratic,  and  I  think  what  we  have  here  is 
a  problem  of  disclosure  of  individual  bank  account  balances.  I  think 
we're  perhaps  seeing  a  targeting  of  seniors  with  regard  to  some  of 
these  investments.  As  I've  gone  through  this  hearing  and  listened 
to  some  of  our  experts  and  also  some  of  those  who  were  the  inves- 
tors, I'm  more  and  more  convinced  that  we've  got  a  real  problem 
here  I  did  not  realize  that  we  had. 

Ms.  Crawford,  would  you  like  to  comment? 

Ms.  Crawford.  Yes,  Mr.  Chairman.  Thank  you.  During  this  ses- 
sion of  Congress,  Congressman  CJonzalez  introduced  bill  H.R.  3306, 
which  would  have  prohibited  the  sharing  of  this  information,  and 
it's  my  belief  that  if  most  Americans  were  aware  of  the  fact  that 
their  supposedly  confidential  information  is  shared  so  readily,  they 
would  be  outraged.  I  think  that  the  fact  that  you  haven't  been  in- 
undated with  letters  from  your  constituents  is  a  result  of  their  ig- 
norance on  this  point. 

Senator  Pryor.  I  must  say,  I  was  ignorant  of  it.  I  had  no  idea 
this  information  got  that  degree  of  attention  in  a  financial  institu- 
tion. 

Mr.  Pollard. 

Mr.  Pollard.  Senator,  I  think  the  point,  though,  is  that  in  mak- 
ing products  available  to  customers  that  they  want  and  would  like 
to  see  and  know  are  available  that  we're  permitted  to  sell  to  them, 
it's  simply  an  opportunity  to  market  those.  It  is  not — ^the  key  point 
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here  is  that  suitability  is  really  what  we're  looking  at.  In  other 
words,  we  can  tell  them  there's  a  product  available,  but  the  suit- 
ability standards  doesn't  mean  they  can  come  in  and  we're  just 
going  to  say,  "Great,  buy  it."  It  is,  again,  matched  to  their  personal 
investment  need. 

Senator  Pryor.  OK,  a  question  of  ethics.  A  customer  goes  up  to 
a  bank  teller,  someone  they've  known  for  a  long  time,  and  they're 
standing  there  at  the  window  making  their  deposit  or  writing  a 
check,  and  they  say,  **Well,  I  just  sold  my  car  the  other  day.  I  got 
tired  of  it,  and  I'm  going  to  use  the  subway,  so  I  sold  my  car."  The 
bank  teller  calls  up  the  broker  in  the  back  of  the  bank  and  says, 
"Ms.  Susie  Jones  is  out  here  in  the  lobby,  and  if  you'll  talk  to  her, 
she's  just  sold  her  car.  Maybe  she's  got  some  cash.  Maybe  you  can 
sell  her  on  some  securities."  The  broker  makes  the  contact,  makes 
the  sale,  and  a  commission  or  gift  is  given  to  the  teller.  Is  that  eth- 
ical? 

Mr.  Pollard.  I  think  what  we  are  working  to  ensure  is  that  our 
compensation  schemes,  and  as  some  of  the  witnesses  said,  we  don't 
want  to  overincent  anything.  For  example,  there  has  been  a  rec- 
ommendation to  the  Comptroller  and  us  that  if  you  want  to  incent, 
you  should  incent  for  the  CD  as  well.  In  other  words,  the  person 
should  say,  "What  is  your  investment  motive?"  Hopefully,  a  teller 
is  not  involved  in  this.  A  teller  should  simply  be  taking  the  cus- 
tomer's funds,  as  you  say,  and  preparing  a  deposit  or  handing  them 
a  check.  If  the  customer  says,  "I  don't  know  what  to  do  with  this 
money,"  then  they  might  suggest  that  they  *  *  *. 

Senator  Pryor.  I  just  as  with  the  relationship  between  a  lawyer/ 
client  or  doctor/patient,  I  think  that  the  teller's  relationship  with 
the  customer  is  a  confidential  relationship  and  it  appears  to  me  is 
being  breached.  I  was  not  aware  that  it's  being  breached,  but  ac- 
cording to  the  documents  we've  seen  it  would  seem  that  it  is.  One 
of  our  witnesses  gave  us  this  document  that  says:  "For  internal  use 
only — ^Not  for  distribution  to  the  public."  It  would  appear  that  you 
ought  to  have  a  sign  in  each  bank  saying  that  if  you  ask  for  infor- 
mation, if  you  ask  whether  taxes  are  too  high,  if  you  ask  whether 
you've  changed  your  lifestyle  or  moved  or  whatever,  that  you  may 
be  contacted  by  a  broker  representing  this  bank.  Almost  that  would 
be  some  disclosure  that  might  have  to  follow  if  this  practice  contin- 
ues. 

I  think  we  need  to  really  look  at  the  ethical  areas  here  of  the  re- 
lationship between  the  bank  employee  and  the  customer. 

Mr.  Pollard.  Well,  I  think  it's  critical  that  the  bank  employees 
understand  what  our  fundamentsd  service  is,  and  that  is  to  provide 
the  customer  the  services  they  want.  The  referral  items  up  here, 
as  you  noted,  are  items  that  when  people  do  have  changed  cir- 
cumstances, it  may  be  appropriate  for  them  to  be  aware  of  other 
products.  But  that's  what  we're  talking  about,  making  the  informa- 
tion available  to  them.  And  that's  where  I  think  it's  important 
what  you  said  about  compensation  or  referral  schemes.  They 
should  not  overincent  toward  that,  and  that's  why  we're  suggesting 
that  even  CD's,  if  you're  going  to  incent  for  referring  it  to  the  in- 
vestment side,  you  may  want  to  incent  the  employee  for  saying, 
"Well,  you  may  also  want  to  keep  a  CD  here." 
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As  you  may  know  also,  at  the  beginning  of  the  hearing  there  was 
a  great  number  of  people  saying,  "Well,  rates  went  up."  We  did 
have  a  lot  of  customers,  as  you  can  imagine,  who  came  in  not  for 
advice,  but  others  who  came  in  just  to  make  a  purchase.  They  just 
came  right  in  and  said,  "I  want  to  buy  a  higher  yielding  invest- 
ment. I  want  my  check  out  of  here,  and  I  want  to  make  that  invest- 
ment. Where  can  I  do  it?" 

Senator  Pryor.  Now,  what  the  interest  of  the  customer  is  not 
necessarily  always  the  interest  of  the  bank,  or  the  best  interest,  I 
should  say,  of  each.  I  think  that  we've  got  to  stress  in  our  financial 
institutions  that  the  best  interest  of  the  customer  has  always  got 
to  receive  the  dominant  position  in  this  whole  dialogue. 

Mr.  Crawford.  Mr.  Chairman,  if  I  might  interject,  there  have 
been  a  number  of  references  to  the  OCC  guidelines,  and  while  the 
guidelines  are  good  as  far  as  they  go,  I  have  to  question  the  en- 
forcement mechanism.  As  you  know,  in  the  regulation  of  banks,  the 
primary  philosophy  is  to  assure  the  safety  and  soundness  of  the  in- 
stitution. What  that  means  is  that  if  there  is  a  problem  with  a  vio- 
lation of  the  guidelines,  whatever  steps  the  OCC  or  the  other  body 
that  has  jurisdiction  over  the  bank  does  take  may  well  be 
nonpublic.  In  other  words,  the  customers  of  the  financial  institution 
will  not  know  that  there  was  a  problem,  and  they  will  not  know 
what  action,  if  any,  was  taken  against  the  institution. 

That  varies  significantly  from  what  you  find  in  the  securities 
area,  where  all  actions  are  public,  and  the  consumer  has  the  bene- 
fit of  that  knowledge  when  the  consumer  goes  in  to  deal  with  the 
institution. 

Senator  Pryor.  Very  good  point. 

Mr.  Pollard,  would  you  respond? 

Mr.  Pollard.  I  have  one  point  on  one  you  made  earlier.  First  of 
all,  since  1991  in  FDICIA,  the  Federal  Deposit  Insurance  Corpora- 
tion Improvement  Act,  all  enforcement  actions  against  banks  are 
made  public.  I  would  hope  that  remedial  actions  are  to  the  benefit 
of  the  consumer  in  any  case. 

You  said  it  may  not  be  good  for  the  bank.  I  would  like  to  just 
quote  something,  and  we  firmly  believe  in  this.  On  this  whole  point 
of  compensation  referral,  this  is  a  direct  quote  from  the  investment 
sales  guide  that  we  put  out:  "Suitability,  not  compensation,  should 
guide  sales  of  nondeposit  investment  products.  Banks  are  urged  to 
cultivate  a  customer-oriented  sales  ethic — If  it's  good  for  the  cus- 
tomer, it's  good  for  the  bank.' " 

So  I  won't  disagree  with  your  earlier  point,  but  just  say  we're 
certainly  not  under  any  feeling  that  it's  got  to  be  good  for  the  bank 
and  bad  for  the  customer.  We  feel  it's  a  symbiotic,  to  use  an  old 
term,  relationship.  If  it's  good  for  them,  it's  good  for  us.  And  as  I 
indicated,  these  sales  of  these  products  are  at  tha  same  time  that 
we  would  like  to  lend  money  to  a  customer,  we'd  liks  to  have  their 
regular  deposits,  we'd  like  them  to  have  a  credit  card  with  us. 
Those  relationships  press  on  us. 

In  regard  to  surveys  and  studies,  I  know  you  said  20  percent.  In 
addition  to  the  Prophet  survey,  smother  survey  has  been  done  that 
I  thought  at  least  shows,  again,  we're  going  in  the  right  direction. 
This  is  one  that  was  prepared  by  Barry  Leeds  &  Associates  in  New 
York.  I'd  be  happy  to  make  it  available  to  the  Committee.  They 
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showed,  going  up  from  the  80  percent,  that  actually  89  percent  of 
bank  investment  representatives  orally  disclose  to  customers  that 
nondeposit  products  are  not  FDIC  insured.  Frankly,  I  don't  con- 
sider— I  mean,  89  means  we've  still  got  work  to  do,  and  that's  what 
we're  committed  to  doing,  and  that's  what  we  hope  to  tell  the  Com- 
mittee today. 

Senator  Pryor.  But  wouldn't  we  know  that  if  we  had  one  little 
sheet  there  signed  that  said  "This  has  been  disclosed."  Would  that 
simplify  things  a  great  deal? 

Mr.  Pollard.  Absolutely. 

Ms.  Crawford.  Mr.  Chairman,  I  might  add  that  most  of  these 
studies  have  focused  on  larger  banking  institutions,  as  those  are 
the  ones  who  have  entered  into  this  business.  However,  we  are  be- 
ginning to  see  medium  and  small  banks  getting  involved  in  the 
sales  of  uninsured  products.  They  do  not  have  the  resources  or  the 
infrastructure  to  do  the  job  that  the  bigger  banks  are  doing,  so  we 
have  concerns  in  that  area. 

And  in  addition,  right  now  the  only  securities  we're  really  talking 
about  are  mutual  funds,  which  we  all  recognize  are  some  of  the 
more  safe  investments.  What's  going  to  happen  when  banks  get 
into  the  business  of  selling,  say,  derivative  investments?  What  is 
the  confusion  level  going  to  be  there?  And  if  you  have  the  combina- 
tion of  the  small  banks  with  limited  resources  and  training  ability 
and  signage  and  the  like  combined  with  the  offering  of  risky  insur- 
ance or  securities  products,  how  is  that  going  to  impact  older  Amer- 
icans? 

Senator  Pryor.  Good  question. 

Mr.  Pollard.  Might  I  respond,  Mr.  Chairman? 

Senator  Pryor.  Mr.  Pollard. 

Mr.  Pollard.  One  of  the  comments — ^this  goes  to  the  earlier 
janel  mentioning  proprietary  funds.  I  would  note  that  in  the  guide- 
ines — and  as  I  said  in  my  testimony,  this  is  really  an  A  to  Z  regu- 
ated  activity.  It  really  is.  Banks  are  required  and  the  examiners 
are  required  to  substsintiate  why  they  pick  particular  funds.  This 
is  not  just  the  bank  opening  its  doors  and  saying  to  an  investment 
rep,  "Come  on  in  and  sell  any  mutual  fund."  They  must  have  writ- 
ten policies  of  why  mutual  funds  were  selected  that  fit  their  types 
of  customers  in  the  banking  institution.  I  think  that's  an  important 
one  that  we  have  right  up  front.  So  it's  both  at  the  beginning  of 
the  process  all  the  way  to  the  compliance,  as  Scott  was  tsilking 
about,  at  the  end.  This  is  overseen  and  regulated. 

Derivatives  really  is  a  subject  that's  not  involved  with  retail  cus- 
tomers. We  just  don't  see  that  as  something  that — in  other  words, 
what  I'm  saying  is  we  have  both  suitability  for  customers,  but  in 
a  way  we  have  suitability  for  banks  as  well.  We  require  them  to 
maintain  written  policies  and  carry  them  out  with  broad  review 
why  particular  mutual  funds  were  to  be  marketed  in  the  institu- 
tion. 

I  might  add,  if  I  could,  for  the  Committee's  record  and  note  that 
the  day  before  yesterday,  before  the  Telecommunications  and  Fi- 
nance Subcommittee  of  House  Energy  and  Commerce,  Mr.  Lovett, 
the  chairman  of  the  SEC,  indicated  that  the  agency  will  put  out  a 
new  risk-rating  system  and  will  reduce  the  amount  of  liquid  invest- 
ments that  a  mutual  fund  will  take.  He  demands  that  mutual  fund 
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directors  take  greater  responsibility  and  be  held  accountable  for 
fund  investment  decisions. 

Now,  what  this  means,  Mr.  Chairman,  is  that  we  expect  much 
more  disclosure  and  guidance  for  consumers  on  the  mutual  funds, 
similar — as  you  were  saying,  can  you  have  a  1-page  disclosure  doc- 
ument. It  may  mean  better  risk  rating  of  the  mutual  fund  product. 

Senator  Pryor.  Good.  Thank  you  very  much. 

Well,  this  has  been  a  very  educational  hearing.  I'm  going  to  keep 
this  record  open  for  a  matter  of  several  days.  I  think  that  some  of 
the  statements  given  by  this  panel  might  want  to  be  discussed,  at 
least  by  letter  to  the  Committee,  by  some  of  our  previous  witnesses. 
We  would  invite  those  letters  to  come  forward  if  there  are  any 
areas  where  you  would  like  to  take  exception  or  to  add  to  your  tes- 
timony. 

I've  just  been  informed  by  the  bells — ^we  live  by  the  bells  around 
here — that  the  Senate  is  now  voting  on  the  Department  of  Trans- 
portation's transportation  bill,  and  because  Arkansas  has  several 
projects  in  here,  I  better  go  over  there  and  vote  for  it. 

We  want  to  thank  all  of  you.  This  is  the  last  hearing  that  the 
Aging  Committee  will  conduct  this  year,  and  we  have  ended,  I 
hope,  on  a  very  constructive  note  in  an  area  and  an  issue  that 
probably  needs  some  more  attention.  We  thank  all  of  our  panelists 
and  our  witnesses  today.  Thank  you. 

Our  meeting  is  adjourned. 

[Whereupon,  at  11:50  a.m.,  the  Committee  adjourned,  to  recon- 
vene at  the  call  of  the  Chair.] 
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ABSTRACT 

In  their  continued  movement  toward  greater  product  diversity,  many 
commercial  banks  have  begun  selling  mutual  funds.  Accompanying  this  bank 
involvement  in  mutual  funds  has  been  some  concern  that  many  bank  customers 
do  not  understand  that,  unlike  traditional  bank  financial  products,  mutual  funds 
carry  risk  and  are  not  federally  insured.  This  report  discusses  two  bills  in  the 
103rd  Congress,  H.R.  3306  and  H.R.  3447,  that  attempted  to  address  this 
concern. 


BA>fKS'  SALE  OF  MUTUAL  FUNDS:   REGULATORY  AND 
LEGISLATIVE  ISSUES 

SUMMARY 


First  organized  in  1924,  mutual  funds  initially  grew  very  slowly.  In  1940, 
there  were  68  funds  with  assets  of  roughly  $448  million,  but  by  the  19803  and 
19908,  as  their  popularity  spread  among  the  middle  class,  the  funds  grew 
tremendously  and  presently  number  about  4,500  with  $2.0  trillion  in  assets. 

Responding  in  part  to  the  relative  decline  of  their  traditional  "bread  and 
butter"  loan-making,  banks  have  aggressively  pursued  other  product  lines  over 
the  past  decade.  An  important  part  of  their  strategy  has  been  selling  mutual 
funds,  a  practice  that  has  been  aided  by  bank  regulatory  agency  and  court 
decisions  that  have  whittled  away  at  the  Glass-Steagall  Act's  60-year  ban  on 
bank  involvement  in  various  securities-related  activities. 

Bank  involvement  with  mutual  funds  takes  three  basic  forms:  (1)  The  pro- 
vision of  space  for  selling  "third-party  funds,"  mutual  funds  which  are  managed 
by  an  independent  mutual  fund  family;  (2)  retailing  "private  label"  funds  which 
are  funds  that  are  created  and  managed  by  an  independent  fund  family  but  sold 
as  the  bank's  exclusive  "brand;"  and  (3)  selling  "proprietary"  funds  which  are 
managed  by  the  bank  itself.  About  30  percent  of  U.S.  banks  currently  offer 
mutual  funds;  most  do  so  through  third-party  or  private  label  funds.  About  100 
banks  currently  sell  about  1,100  proprietary  funds. 

As  bank  sales  of  mutual  funds  have  proliferated,  concern  has  grown  that 
banks  may  not  make  their  customers  aware  that  unlike  depository  products, 
mutual  funds  can  carry  great  risk  and  are  not  federally  insured.  In  the  103rd 
Congress,  H.R.  3306  attempted  to  address  these  misperceptions  by  among  other 
things:  (1)  requiring  that  banks  disclose  to  customers  that  nondeposit 
investments  such  as  mutual  funds  pose  investment  risks  and  that  they  do  not 
carry  FDIC  insurance;  and  (2)  prohibiting  bank  tellers  from  advising  customers 
or  selling  nondepository  products  like  mutual  funds.  Bank  regulators  and  the 
banking  industry  have  largely  opposed  such  legislation,  maintaining  that  it  is 
duplicated  in  recently  issued  bank  regulatory  agency  and  industry  guidelines. 

Another  bill,  H.R.  3447  would  have  shifted  the  regulation  and  oversight  of 
the  non-SEC-and  non-NASD-registered  bank  personnel  who  are  involved  in  the 
sale  of  mutual  funds  from  bank  regulators  to  securities  regulators  such  as  the 
SEC  and  the  NASD.  Banks  would  be  compelled  to  place  their  mutual  fund 
operations  in  a  separate  subsidiary  under  SEC  regulation.  The  bill's  supporters 
maintained  that  this  ^/ic^iona/  regulation  of  such  bank-based  mutual  activities 
would  provide  better  investor  protection  due  to  the  SEC's  investor-oriented 
mission  than  do  bank  regulators  with  their  "bank  safety  and  soundness" 
institution-oriented  mission.  However,  bank  regulators  such  as  the  Federal 
Reserve  claimed  that  exclusive  bank  regulator  oversight  of  bank-based  mutual 
sales  is  a  key  component  of  their  ability  to  provide  cohesive,  unfragmented,  and 
efficient  overall  bank  oversight.  This  is  known  as  institutional  regulation. 
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BANKS  SALE  OF  MUTUAL  FUNDS: 
REGULATORY  AND  LEGISLATIVE  ISSUES 


Bank  involvement  in  the  sale  and  sponsoring  of  mutual  funds  has 
paralleled  both  the  decade-plus  surge  in  the  popularity  of  these  retail  investment 
instruments  and  the  erosion  in  barriers  to  bank  involvement  with  securities  as 
mandated  by  the  Glass-Steagall  Act.  This  report  examines  the  economics  of  the 
increasing  bank  involvement  in  the  sale  of  mutual  funds;  growing  concerns  that 
investors  in  these  funds  are  not  being  clearly  informed  of  differences  between 
traditional  bank  depository  products  and  mutual  funds;  key  bank  regulatory 
initiatives  in  this  area;  key  legislative  initiatives;  and  emerging  issues. 


BACKGROUND  ON  MUTUAL  FUNDS 

Mutual  funds  are  professionally  managed  pools  of  money  that  may  be 
invested  in  domestic  or  foreign  stocks,  bonds,  government  securities,  short-term 
money  market  instruments,  futures,  options,  and  collectible  commodities. 
People  who  invest  in  mutual  funds  own  proportional  shares  in  the  pool  of 
investments  which  the  mutual  fund  is  invested  in  and  they  pay  taxes  on 
distributions  received  from  such  funds. 

Also  known  as  open-end  investment  companies,  mutual  funds  provide  for 
a  continuous  offering  of  new  shares  and  the  redemption  of  outstanding  shares. 
When  investors  redeem  their  shares,  a  mutual  fund's  capitalization  decreases, 
and  when  investors  buy  shares,  the  fund's  capitalization  increases.  Mutual  fund 
investors  redeem  or  sell  their  shares  back  to  the  fund  at  the  current  net  asset 
value  (NAV).' 

First  organized  in  1924,  mutual  funds  grew  slowly  over  their  first  several 
decades.  By  1940,  the  year  the  Investment  Company  Act  OCA)  was  enacted, 
there  were  68  funds  with  assets  of  roughly  $448  million.^  Due  to  particularly 
vigorous  growth  in  the  1980s  and  1990s,  the  funds  now  number  over  4,500  with 
$2.1  trillion  in  assets  according  to  the  Investment  Company  Institute  (ICD,  the 
mutual  fund  trade  association. 

This  growth  derives  from  two  broad  developments:  1)  asset  capital 
appreciation  (as  the  securities  markets  in  which  the  funds  were  invested  have 
generally  boomed);  and  2)  the  net  sales  of  fund  shares.  Between  January  1984 
and  July  1993,  43  percent  of  the  $940  billion  increase  in  equity,  bond,  and 
income  funds  was  attributable  to  market  appreciation,  while  57  percent  of  the 
increase  was  the  result  of  gains  in  the  net  sales  of  funds  according  to  the  ICI. 

A  pivotal  impetus  to  the  decade-and-a-half  surge  in  mutual  fund  sales  was 
provided  by  the  introduction  in  the  early  1980s,  of  money  market  funds  (MMFs) 
invested  in  high-grade  and  highly  liquid  short-term  assets,  such  as  U.S. 
Treasury  bills,  large  certificate  of  deposits  (CDs)  and  corporate  commercial 
paper.  Thus,  MMFs  afforded  small  investors  the  opportunity  to  invest  in  these 
virtually  risk-free  and  relatively  high-yielding  (because  of  interest  rate  ceilings 
at  thrifts  and  banks)  instruments  which  previously  had  been  available  only  to 
the  very  wealthy. 

MMFs  proved  to  be  such  appealing  investments  in  the  early  1980s  that,by 
1983, taxable  and  tax-exempt  MMFs  accounted  for  about  75  percent  of  the  net 
assets  of  all  mutual  funds.  In  many  respects,  the  MMFs  were  responsible  for 
providing  the  initial  exposure  of  a  large  segment  of  the  American  public  to  the 
idea  of  investing  in  mutual  funds.  This  growing  familiarity  with  mutual  funds 
combined  with  a  rising  stock  market  and  falling  interest  rates  led  small 
investors  to  increase  apprreciably  their  holdings  of  long-term  bond,  equity,  and 
income  funds  through  the  1980s.  While  bond  and  equity  mutual  funds 
accounted  for  3  percent  of  discretionary  household  financial  assets  in  1972,  by 
1993,  they  accounted  for  16  percent  of  such  assets.  Accordingly,  long-term  funds 
grew  from  450  in  1979  to  about  3,300  by  mid-1993.^ 

By  1992,  mutual  funds  were  owned  by  27  percent  of  U.S.  households,  up 
from  a  6-percent  penetration  in  1980.''  It  is  an  expansion  that  has  been  aided 
by  other  factors,  one  demographic  and  another  involving  the  changing  nature 
of  U.S.  retirement  plans. 

During  the  1980s,  many  of  the  T)aby-boomers"  reached  their  middle-years, 
while  many  of  the  younger  boomers  became  increasingly  aware  that  aging  is  a 
factor  to  be  reckoned  with.  Middle-age  is  often  the  time  in  the  life-cycle  of  a 
worker  when  the  household  begins  to  embark  serioulsly  on  retirement  planning. 
It  appears  that,  during  the  1980s,  there  was  a  large  and  growing  segment  of  the 
population  in  pursuit  of  well  diversified  long-term  investments  for  their 
retirement  years.  Many  of  these  investors  have  found  that  mutual  funds  meet 
these  needs. 
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A  related  recent  development  is  that  of  the  steady  shift  by  U.S.  corporations 
from  defined-benefit  employee  retirement  plans  to  defined-contribution  plans. 
Defined-contribution  plans  such  as  401(k)  plans  allow  companies  to  pass  control 
of  their  retirement  plans  onto  their  employees.  And,  most  401(k)  participants 
invest  in  mutual  funds.'  Currently,  mutual  funds  account  for  about  18  percent 
of  the  $300  billion  in  defined-contribution-plan  assets,  and  there  are  some 
predictions  that  this  will  grow  to  27  percent  by  1998.' 

In  concert  with  their  growing  salience  as  a  household  financial  asset, 
mutual  funds  have  become  a  much  more  integral  part  of  the  overall  capital 
market.  They  greatly  strengthened  their  role  as  financial  intermediaries 
between  corporate  and  governmental  issuers  of  debt  and  equity  and  the 
individual  and  institutional  investors  who  invest  in  them.  Federal  Reserve 
Board  data  show  that,  in  1992,  mutual  funds  accounted  for  86  percent  of  net 
purchases  of  equities;  20  percent  of  all  net  purchases  of  bonds;  and  62  percent 
of  net  purchases  of  tax-exempt  securities.  These  developments  have  prompted 
some  financial  market  observers  to  characterize  the  recent  ascension  of  mutual 
funds  as  one  of  the  most  profound  financial  market  developments  in  years. 


THE  STRUCTURE  OF  MUTUAL  FUNDS 

Mutual  funds  are  defined  by  the  ICA  as  publicly  registered  companies  that 
have  boards  of  directors  (also  called  trustees  --  depending  on  the  particular  legal 
requirements).  The  board  holds  responsibility  for  fund  policy-making  as  well  as 
selecting  and  monitoring  of  the  fund's  major  contractors  such  as  the  investment 
adviser  and  the  administrator  or  manager.'  The  ICA  stipulates  that  each  board 
contain  at  least  40  percent  of  directors  who  are  disinterested  individuals."  It 
is  these  disinterested  board  members  who  must  approve  the  contracts  that  are 
arranged  between  the  fund  and  the  adviser,  the  underwriter,  and  frequently  the 
administrator.'" 

Funds  are  started  by  their  sponsors  who  usually  act  as  initial  shareholders 
and  invest  seed  capital  which  is  sufficient  to  capitalize  the  fund.  In  return,  the 
sponsor  receives  a  corresponding  amount  of  the  public  shares  in  the  fund.  The 
amount  of  the  sponsor's  capitalization  is  usually  $100,000,  the  necessary  legal 
minimum  for  a  fund  to  offer  its  shares  to  the  public.  The  sponsor  usually 
nominates  both  interested  (inside  or  affiliated)  board  members  and  disinterested 
(outside  or  unaffiliated)  board  members,  and  the  initial  shareholder  (generally 
the  sponsor)  elects  the  initial  board.  Once  the  first  board  has  been  elected,  it 
may  fill  the  vacancies  that  might  develop  between  shareholder  meetings. 
Actually,  however,  since  most  funds  rarely  have  annual  shareholder  meetings 
and  their  boards  exhibit  little  turnover,  a  fund's  shareholders  (investors)  elect 
board  members  very  infrequently. 

The  sponsor  usually  becomes  the  fund's  investment  adviser,  or  distributor 
and  has  been  described  as  functioning  "like  a  movie  producer  —  bringing 
together  all  the  elements  necessary  for  launching  the  fund.""  In  addition  to 
recruiting  directors  to  the  board,  sponsors  often  provide  management  and 
operational  personnel  for  the  fund  and  are  charged  with  the  identification  of 
contractors  who  can  provide  the  fund  with  auxiliary  services.'^ 


WHAT  BANKS  ARE  ALLOWED  TO  DO  WITH  MUTUAL  FUNDS 

In  1933,  in  response  to  unprecedented  bank  failures  in  the  early  1930s, 
Congress  passed  the  Glass-Steagall  Act,  which  effectively  excluded  banks  and 
bank  holding  companies  from  securities-related  commerce.  Later,  in  1940, 
Congress  passed  the  Investment  Company  Act  (15  U.S.C.  80a  to  80a-52)  and  the 
Investment  Advisers  Act  of  1940  (15  U.S.C.  80b  to  80b-20)"  which  among 
other  things  decreed  that  only  securities  firms  were  to  sponsor  mutual  funds. 


However,  over  the  last  two  and  a  half  decades,  liberal  bank  regulatory 
interpretations  of  Glass-Steagall  and  assorted  court  rulings  have  whittled  away 
at  proscriptions  against  bank  involvement  in  mutual  funds.  These  developments 
are  essentially  a  subset  of  an  overall  haphazard  evolution  of  the  judicial  and 
regulatory  environment  in  which  the  Glass-Steagall's  Act's  goal  of  partitioning 
banks  from  general  involvement  in  securities-related  activities  has  been 
significantly,  but  not  entirely  eroded.  Some  banks  or  bank  holding  companies 
currently  are  involved  in  trading  securities,  providing  brokerage  services, 
underwriting  commercial  paper,  municipal  revenue  bonds,  and  securities  backed 
by  mortgages  or  consumer  credit.  '*  Although  Congress  has  considered,  but  not 
enacted,  legislation  that  would  have  substantially  amended  the  Glass-Steagall 
Act: 
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.  .  .  developments  in  the  marketplace,  court  decisions  and  regulatory 
action  have  combined  to  erode  the  wall  dividing  the  banking  and 
securities  industries.  The  major  prohibitions  remain  more  or  less 
intact;  banks  are  still  barred  from  underwriting  and  proprietary 
dealing  in  corporate  securities,  while  nonbanking  firms  are  not  allowed 
to  operate  banks.  However,  from  the  customer's  point  of  view,  the 
services  offered  by  banks,  brokers  and  other  financial  intermediaries 
are  often  interchangeable.  Increasingly,  this  is  true  for  commercial  as 
well  as  retail,  or  individual,  customers." 

In  the  pivotal  year  of  1972,  the  Federal  Reserve  began  permitting  bank  holding 
companies  and  their  nonbank  subsidiaries  to  serve  as  investment  advisers, 
transfer  agents,  and  custodians  to  SEC-registered  mutual  funds."  More 
recently  (1993),  the  Federal  Reserve  ruled  that  a  bank  holding  company  could 
also  provide  a  full  range  of  duties  related  to  the  roles  of  administrator  or 
manager  of  mutual  funds."  Although  in  1992,  the  Federal  Deposit  Insurance 
Corporation  (FDIC)  permitted  subsidiaries  of  State-chartered,  nonmember  banks 
to  underwrite  mutual  funds,  continuing  interpretations  of  Glass-Steagall 
generally  mean  that  nationally  chartered  and  State-chartered  Federal  Reserve 
member  banks  cannot  do  so.  Interpretations  of  Glass-Steagall  also  technically 
proscribe  banks  from  technically  sponsoring  a  mutual  fund. 

In  the  wake  of  the  financial  tumult  and  widespread  losses  experienced  by 
the  Nation's  banks  in  the  mid  through  the  late-1980s,  banks  have  recently 
started  showing  solidly  profitable  operations.  Banks  in  1992  garnered  record 
earnings,  large  gains  in  capital  ratios,  and  advances  in  the  overall  quality  of 
their  assets  —  advances  that  spilled  over  into  1993  and  1994.'*  Despite  these 
encouraging  recent  trends,  banks  continue  to  experience  historically  weak 
demand  for  their  "bread  and  butter"  business  in  consumer  and  business  loans. 
Federal  Reserve  analysts  report  that,  adjusted  for  inflation,  the  value  of 
aggregate  bank  loans  actually  fell  between  1991  and  1993.  Inflation-adjusted 
loan  volume  peaked  in  1989  and  had  declined  by  14  percent  in  1993." 

In  recent  years,  banks  have  launched  several  broad  strategic  responses  to 
maintaining  their  profits  and/or  their  market  share  in  an  apparent  response  to 
the  recently  moribund  nature  of  their  loan-making  business.  These  include: 

•  increasing  their  holdings  of  U.S.  Government  securities; 

•  a  growing  involvement  in  providing  fee-based  services  such  as 
processingsecurities  transactions,  providingrecord-keepingservices  for 
pension  funds,  and  managing  corporate  retirement  plans;  and 

•  expanding  their  participation  in  other  fee-based  services  such  as  the 
marketing  of  mutual  funds.^° 

Bank  interest  in  the  marketing  of  mutual  funds  has  also  been  buoyed  by 
the  loss  of  deposits  that  banks  have  experienced  in  the  1990s.  Their  customers 
have  sought  higher  returns,  particularly  when  market  interest  rates  fell 
significantly.^' 


THE  ECONOMICS  OF  BANK  MUTUAL  FUND  SALES 

Bank  involvement  in  mutual  funds,  the  subject  of  this  report,  takes  several 
basic  forms: 

•  providing  facilities  for  the  retailing  of  "third-party  funds"  which  consist 
of  mutual  funds  managed  by  an  independent  mutual  fund  family.  Most 
or  all  sales  support  is  provided  by  the  fund  itself,  while  the  bank 
receives  fees  or  brokerage  commissions  for  use  of  their  facilities  that 
are  a  proportion  of  the  value  of  the  funds  sold. 

•  retailing  "private  label"  funds  that  are  generally  established  for  a 
specific  bank's  exclusive  use.  'Typically,  the  fund  carries  a  name 
chosen  by  the  bank  and  is  known  as  an  associate  of  the  bank.  The  key 
role  of  investment  adviser  to  the  fund  is  generally  performed  by  in- 
house  fund  personnel  or  an  outside  manager,  but  not  the  bank. 

•  providing  "proprietary  funds"  which  are  mutual  funds  that  a  bank 
exclusively  offers  to  its  customers  or  other  bank's  customers  and  in 
which  the  bank  serves  the  crucial  role  as  investment  adviser.  To  date, 
interpretations  of  Glass-Steagall  have  not  allowed  banks  to  play 
underwriter/sponsor  or  distributor  roles,  and  bank  managements  hire 
unaffiliated  firms  to  conduct  these  underwriting  duties.^ 
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DISINTERMEDIATION 

Depending  on  the  specific  bank,  its  interest  in  any  of  the  above-mentioned 
forms  of  retailing  mutual  funds  can  be  rooted  in  a  number  of  considerations. 
Some  banks  may  see  the  surging  market  in  mutual  funds  as  a  potential  "cash 
cow"  to  be  exploited  as  a  part  of  the  growing  interest  in  fee-based  income.'" 
But,  other  banks  are  concerned  that  they  are  losing  large  numbers  of  depository- 
product  customers  to  mutual  funds,  and  have  a  compelling  financial  need  to 
stanch  the  customer  outflow  by  offering  these  competing  products."  In  short: 
mutual  funds  are  thought  to  represent  the  kind  of  product  diversification 
necessary  for  banks  if  they  are  to  be  viable  players  in  the  financial  marketplace 
of  the  future  in  which  the  focus  is  projected  to  be  on  management  of  invest- 
ments for  consumers."  Still  other  institutions  believe  that  the  provision  of 
mutual  funds  through  banks  may  also  have  the  spillover  effect  of  generating 
new  customers  for  banks'  more  traditional  financial  products.  Interest  in 
establishing  a  proprietary  mutual  fund  in  part  may  be  driven  by  an  attempt  to 
capture  economies  of  scale  from  existing  investment  advisory  personnel  and 
resources  that  serve  banks'  trust  departments.^'  Finally,  some  observers  have 
commented  to  CRS,  that  as  with  many  other  new  financial  market 
developments,  some  banks  entrance  into  fund  sales  appears  to  be  traceable 
simply  to  a  "bandwagon  effect."^' 

The  overriding  initial  consideration  for  banks  considering  any  of  the  tie-ins 
with  mutual  funds  is  probably  the  question  of  whether  the  added  retail  presence 
of  the  funds  siphons  off  substantial  numbers  of  a  bank's  base  of  traditional 
depository  customers.  This  process  is  called  disintermediation  and  appears  to 
be  an  important  part  of  the  analytical  consideration  which  banks  often  go 
through  when  considering  whether  or  not  to  add  new  product  lines. 

In  an  article  advising  banks  on  the  hurdles  to  be  confronted  when  aligning 
themselves  with  mutual  funds,  Douglas  Klinger,  a  vice  president  of  the  money 
management  and  mutual  fund  subsidiary  of  a  major  bank,  observes: 

Disintermediation  is  difficult  to  discuss  in  a  general  way  because 
sound  data  concerning  product  profitability,  liquidity  needs,  and 
projected  disintermediation  costs  for  the  banking  industry  as  a  whole 
are  hard  to  come  by.   Every  bank  is  different.  .  . 

The  critical  variable  affecting  profitability,  and  balance  sheet 
liquidity  is  the  "new  money  ratio"  —  the  ratio  of  new  money  going 
into  your  mutual  funds  from  existing  customers  and  customers  of  your 
bank  and  nonbank  competitors,  to  disintermediated  money.  .  .^' 

Some  insight  into  the  dynamics  of  bank  mutual  fund  disintermediation  can 
be  gleaned  from  a  March  1993  Federal  Reserve  study  in  which  a  number  of  bank 
finance  officers  estimated  that  between  one-third  and  two-thirds  of  their  mutual 
fund  inflows  originated  from  their  institutions'  deposits.^'  An  official  at  the 
security  firms  of  Shearson  Lehman  commented  in  1990  that  ".  .  .  while  some 
disintermediation  is  experienced  by  a  bank  shortly  after  its  proprietary  fund 
commences  operation,  deposits  are  typically  replaced  within  a  three-to-five 
month  period."  However,  it  is  not  clear  what  information  this  observation  is 
based  on  and  to  what  extent  the  more  recent  shifts  in  depository  accounts  to 
mutual  funds  may  have  dated  the  observation.'" 

There  is,  however,  evidence  which  suggests  that,  over  the  last  several  years 
(as  interest  rates  on  bank  products  such  as  CDs  fell),  the  banking  industry 
witnessed  an  appreciable  shift  of  those  kinds  of  assets  into  long-term  bond  and 
equity  mutual  funds.  For  example,  there  are  estimates  that,  between  1990  and 
1993  about  $350  million  was  shifted  out  of  various  bank  accounts  and  into 
mutual  funds."  In  addition,  there  are  estimates  that  roughly  15  percent  of  net 
new  money  pouring  into  stock,  bond,  and  money  market  funds  during  1992  and 
1993  had  previously  been  in  banks. '^ 

THIRD  PARTY  AND  PRIVATE  LABEL  FUNDS 

About  3,500  U.S.  banks  (out  of  a  total  of  about  12,000  banks)  currently 
offer  mutual  funds.  The  vast  majority  of  them  do  this  through  one  or  both  of 
the  following  vehicles;  1)  the  third  party  format  in  which  mutual  funds 
distributed  by  an  independent  mutual  fund  family  are  generally  sold  by  fund 
personnel  on  the  bank's  premises;  and  2)  the  private  label  format  in  which 
mutual  funds  are  organized  for  a  specific  bank's  exclusive  use.  Typically,  the 
private  label  fund  carries  a  name  chosen  by  the  bank  and  is  known  as  an 
associate  of  the  bank  which  provides  retailing  space  and  may  or  may  not  employ 
bank  personnel  to  sell  the  fund.  The  important  and  often  quite  profitable  role 
of  investment  adviser  to  the  fund  is  performed  by  in-house  fund  personnel  or  an 
outside  manager,  but  not  the  bank. 
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In  the  case  of  both  third-party  and  private  label  funds,  banks  generally 
receive  fees  or  brokerage  commissions  for  providing  retail  space.  These  fees 
normally  consist  of  a  very  small  proportion  of  the  total  value  of  the  funds  that 
are  sold.  In  the  event  that  banks  have  brokerage  subsidiaries  conducting  the 
sales,  these  subsidiaries  receive  sales  commissions  for  funds  sold. 

The  third-party  and/or  the  private-label  approach  is  a  relatively  inexpensive 
way  of  incorporating  mutual  funds  into  a  bank's  product  line.  Generally,  these 
strategies  offer  banks  an  opportunity  to  be  associated  vnth  name  brand  mutual 
fund  families  (in  the  third  party  approach),  or  they  allow  banks  to  benefit  from 
the  cachet  of  their  "own"  line  of  mutual  funds  (in  the  case  of  private-label 
funds).  But,  in  spite  of  their  low  overhead  (relative  to  proprietary  funds),  third- 
party  and  private-label  funds  may  not  be  generally  profitable.  Information  on 
their  contribution  to  bank  profits  is  not  available,  but  some  bank  analysts 
contend  that  on  balance  banks  may  actually  be  losing  money  from  retailing  such 
funds.  For  example,  Sanford  Rose,  editor  of  Retail  Banking  Magazine,  and  an 
associate  of  the  consulting  firm  of  Oliver,  Wyman  &  Co.,  believes  that,  during 
the  depressed  earning  period  of  the  late  1980s  and  early  1990s,  banks  were 
particularly  captive  to  short-term  earning  pressures.  Thus,  many  banks  were 
(and  still  are)  willing  to  rent  distribution  space  for  other  funds  at  rates 
effectively  below  their  actual  overhead  costs  when  consideration  is  given  to  the 
fact  that  many  of  the  banks  have  tended  to  underestimate  their  all-in  costs 
(total  costs,  whether  explicit  or  implicit)  of  distributing  the  funds  from  their 
branches.^ 

Generally  the  larger  the  bank  (in  terms  of  asset  size),  the  greater  the 
probability  that  the  bank  offers  mutual  funds.  For  example,  according  to  one 
survey  done  by  the  Alliance  Capital  Management  Company  of  New  York  City, 
91  percent  of  banks  with  $1  billion  or  more  in  assets  sell  mutual  funds. 
American  Brokerage  Consultants  of  St.  Petersburg  Florida  reports  that  between 
a  half  and  a  third  of  banks  with  assets  under  $1  billion  sell  them." 


PROPRIETARY  FUNDS 

Proprietary  funds  are  bank-sponsored  funds  in  which  the  bank  plays  the 
critical  role  of  investment  adviser  (also  called  manager)  for  mutual  funds  which 
they  exclusively  sell  through  their  branch  offices  and/or  through  other  banks. 
Currently,  there  are  a  little  over  100  banks  selling  about  1,100  proprietary 
funds.  This  compares  vrith  the  59  banks  that  sold  213  proprietary  funds  in 
1987.»* 

The  last  few  years  have  seen  tremendous  grovrth  in  proprietary  funds. 
Cerulli  Associates,  a  Boston  bank-consulting  firm,  reports  that  nearly  40  percent 
of  today's  proprietary  funds  were  established  in  1992  and  1993.  Moreover,  the 
historical  domination  of  the  proprietaries  by  tax-exempt  and  taxable  money 
market  funds  is  also  undergoing  some  change.  Cerulli  Associates  reports  that 
between  1992  and  1993,  the  percentage  of  the  proprietary  assets  held  by  these 
funds  fell  from  80  percent  to  67  percent.  Cerulli  also  reports  that  proprietary 
assets  held  by  equity  funds  grew  from  6  to  13  percent;  taxable  bond  funds  grew 
from  9  to  15  percent;  and  tax-free  bond  funds  remained  at  3  percent  from  1992 
to  1993.^ 

Numerous  banks  sell  third-party  funds,  while  waiting  for  their  own 
proprietary  funds  to  establish  a  credible  performance  record,  an  important 
investor  draw.  Setting  up  a  proprietary  fund  is  generally  a  much  more  costly 
endeavor  than  alignment  with  third-party  or  private-label  funds.  For  a  bank 
which  is  sponsoring  its  own  relatively  modest  family  of  five  funds,  legal  start-up 
fees  can  .ange  from  $750,000  to  $2.5  million,  with  the  structurally  simpler 
money  market  funds  tending  toward  the  low  range.  Ongoing  annual  expenses 
have  been  estimated  at  a  minimum  of  $150,000  a  year,  and  can  include 
expenditures  for  continuing  legal  advice;  costs  related  to  annual  SEC 
registration;  costs  related  to  maintaining  a  board  of  directors;  and  costs  related 
to  contracting  out  distributor  services  and  lesser  responsibilities  such  as 
custodian,  transfer-agent,  auditor,  shareholder,  marketing,  and  custodial 
functions.''  Funds  try  to  recoup  these  fixed  and  ongoing  expenses  plus  reap 
a  profit  margin  through  their  shareholder  charges. 

Moreover,  the  rapid  proliferation  of  competing  mutual  funds  over  the  last 
several  years  has  placed  a  premium  on  funds  being  able  to  provide  their 
customers  with  prompt  and  convenient  account  information.  The  technology 
needed  to  facilitate  this  can  add  hundreds  of  thousands  of  dollars  to  a  mutual 
fund's  cost  of  doing  business.^ 
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Having  sketched  the  cost  structure  of  establishing  a  proprietary  fund,  the 
obvious  question  is:  are  proprietary  funds  making  a  profit?  Unfortunately,  this 
kind  of  information  are  not  available.  Still,  by  drawing  upon  scattered 
observations  and  insights  culled  from  various  analysts,  some  sense  of  the  nature 
of  proprietary  fund  profits  may  be  gotten. 

First,  proprietary  funds  may  allow  banks  to  reap  a  handsome  and 
continuous  advisory  (also  called  management)  fee  which  is  denied  to  banks  that 
only  market  third-party  or  private-label  funds.  Lipper  Analytical  Services,  a 
New  York  City-based  mutual  fund  research  firm,  has  estimated  that  the  110 
banks  with  proprietary  funds  produced  $350  million  in  gross  revenue  from 
advisory  services  in  the  first  quarter  of  1993  alone.  Cost  data  on  the  provision 
of  these  services  are  not  available,  but  some  industry  observers  have  commented 
that  operational  costs  and  particularly  personnel  training  costs  can  be 
exceptionally  high. 

Generally,  it  appears  that  because  of  the  significant  fixed-cost  component 
of  running  a  mutual  fund,  a  fund  needs  a  sizeable  asset  size  threshold  and  an 
attendant  level  of  fees  in  the  form  of  either  sales  loads  or  12b-l  charges.'* 
Depending  on  the  observer,  money  market  funds,  the  most  common  type  of 
bank  proprietary  fund,  are  said  to  require  minimum  asset  sizes  of  between  $200 
and  $300  million  to  be  profitable.  Equity  funds  which  benefit  from  larger 
management  fees  are  said  to  require  at  least  $75  to  $200  million  in  assets  for 
profitability,  while  bond  funds  (which  also  earn  higher  management  fees  than 
do  money  market  funds)  are  said  to  need  somewhere  between  a  minimum  of 
$125  to  $200  million  in  assets  for  profitability.*" 

Bank  proprietary  funds  on  average  are  significantly  smaller  than  are  other 
funds  of  the  same  type.  Average  long-term  (bond  and  equity)  proprietary  funds 
are  less  than  half  the  asset  size  of  the  industry  averages.  Average  proprietary 
money  market  funds,  depending  on  whether  they  are  tax-free  or  taxable,  range 
between  55  percent  and  70  percent  of  their  overall  industry  averages.'" 
Certainly,  one  of  the  factors  behind  the  proprietaries'  relatively  small  size  is 
that  they  are  also  relatively  new  and  have  not  had  the  time  to  grow  as  have  the 
Nation's  larger  and  generally  older  non-bank  funds.''^ 

Various  industry  observers  cite  the  small  size  of  proprietary  funds  as  a 
major  factor  in  the  modest  to  bleak  profit  picture."  For  example,  one  analyst 
has  generally  observed  that  proprietary  funds  exhibit  marginal  profits  afler 
paying  for  brokers  and  marketing  and  that  even  this  profit  is  nearly  exhausted 
by  the  time  that  a  fund's  "internal  overhead"  is  factored  in.**  Kurt  Cerulli 
(head  of  Cerulli  Associates)  observes  that  only  about  half  of  the  109  proprietary 
fund  groups  that  he  has  counted  appear  to  be  profitable."  Moreover,  the 
"smal- 
ler average  size  of  bank  mutual  funds  has  generated  some  concern  about  the 
long-term  viability  of  many  smaller  bank  mutual  fund  groups."^' 

Additional  factors  which  may  militate  against  significant  proprietary  fund 
growth  and  profitability  over  the  balance  of  the  1990s  include: 

•  many  bsuiks  were  encouraged  to  establish  proprietary  fund  families 
because  investors  have  been  attracted  to  the  bullish  stock  market. 
However,  with  the  recent  cooling  off  of  the  market,  these  funds  may 
find  it  harder  to  accumulate  the  critical  mass  of  assets  necessary  for 
long-term  survival;" 

•  a  majority  of  the  funds  appear  to  depend  significantly  on  seeding 
(beginning  assets)  through  conversion  of  the  managing  bank's  trust 
accounts,  and  not  significantly  through  seeding  via  new,  outside 
assets; 

•  many  proprietary  funds  are  also  competing  with  third-party  and 
private-label  funds  that  are  sold  by  the  same  bank;" 

•  a  significant  percentage  of  these  funds  are  sold  to  institutional 
investors  who  are  charged  lower  fees  than  those  charged  retail 
customers; 

•  the  continued  decline  in  the  average  size  of  front-load  sale  fees  charged 
by  mutual  funds;  front  load  fee  structures  are  heavily  used  by  bank 
proprietary  funds;"  and 
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•  a  widely  held  view  that  the  rapid  proliferation  of  mutual  funds  over 
the  last  decade  has  resulted  in  too  many  small  and  financially 
marginal  funds,  a  situation  that  many  suggest  will  become  increaaingly 
apparent  as  the  current  bull  market  cools  off.  Consequently,  various 
observers  project  that  the  mutual-fund  industry  will  undergo  a 
shakeout  which  could  include  a  large  number  of  fund  consolidations 
in  the  years  ahead.*"  In  this  scenario,  bank  funds  might  cease  to 
exist  through  either  mergers  with  larger  bank  funds  or  non-bank 
mutual  funds,  or  through  liquidation. 

Still,  there  are  other  characteristics  or  developments  which  could  enhance 
the  proprietaries'  chances  for  survival  in  the  coming  years.   These  are: 

•  the  existence  of  the  banks'  extensive  branch  network,  an  attribute 
which  some  observers  characterize  as  an  invaluable  resource  in 
providing  marketing  venues  for  mutual  funds  to  the  large  banking 
public;  and 

•  Mellon  Bank  Corporation's  $1.85-billion  acquisition  of  the  Nation's 
sixth  largest  fund  company,  Dreyfus,  is  viewed  by  some  as  a  harbinger 
of  a  new  era  in  which  banks  vigorously  acquire  major  mutual  funds, 
providing  the  banks  with  funds  that  have  exceptional  size  and 
encouraging  economies  of  scale." 

CONSXJMER  CONFUSION  CONCERNS  AND  GUIDELINES 

As  the  bank  marketing  of  mutual  funds  has  grown,  so  has  concern  that 
some  investors  are  not  aware  that  the  funds  are  nondepository  products  and  are 
not  risk  free  and  federally  insured  as  traditional  bank  depository  products  are. 
For  example,  a  1993  survey  of  1,000  households  done  by  the  SEC  found  that  28 
percent  thought  that  all  mutual  funds  sold  through  banks  were  insured.'^ 
Later,  a  March  1994  article  in  Consumer  Reports  summarized  the  results  of  a 
survey  done  by  the  magazine  in  which  a  reporter  for  the  journal  represented 
himself  as  a  potential  investor  with  $5,000  to  invest.  He  met  with  sales 
representatives  from  40  banks  in  States  that  included  California,  Connecticut, 
Illinois,  New  Jersey,  and  New  York."^  In  many  cases,  the  reporter  found  that 
he  received  "bad  investment  advice  and  outright  lies  about  [the]  safety  [of 
mutual  funds  from  loss  of  principal].""  The  reporter  also  found  many 
instances  in  which  the  bank  guidelines  that  investment  risks  be  disclosed  and 
that  customers  be  informed  that  mutual  funds  are  not  covered  by  FDIC  in- 
surance were  being  violated.** 


BANK  REGULATORY  GUIDELINES 

Federal  bank  regulatory  agencies  have  responded  to  these  observations  of 
widespread  investor  misperceptions  about  the  federally  insured  status  of  bank- 
marketed  mutual  funds.  For  example,  the  various  Federal  bank  regulatory 
agencies'*  published  separate  guidelines  to  help  their  banks  better  address 
these  potential  informational  shortfalls."  The  guidelines  shared  a  number  of 
key  provisions  such  as: 

•  banks  should  clearly  disclose  that  money  invested  in  mutual  funds  are 
not  insured  by  the  Federal  Deposit  Insurance  Corporation  (FDIC); 

•  the  investments  involve  a  element  of  risk  and  the  principal  invested 
runs  the  risk  of  being  lost; 

•  banks  must  attempt  to  determine  the  suitability  of  such  investments 
for  their  customers; 

•  tellers  should  not  be  involved  in  the  marketing  of  mutual  funds. 

However,  these  guidelines  contained  sufficient  conflicts  and  differences  to 
provoke  criticism,  including  that  of  John  Dingell,  Chairman  of  the  House 
Energy  and  Commerce  Committee."  Subsequently,  on  February  19,  1994,  the 
banking  agencies  issued  a  joint  interagency  statement  intended  to  supersede  the 
earlier  separate  statements.  It  provided  a  uniform  and  standardized  set  of  bank 
guidelines.*'  The  guidelines  emphasize  the  centrality  of  customers'  interests 
as  banks  conduct  their  mutual  fund  operations,  noting  that  the  Federal  banking 
regulators  will  take  appropriate  action  to  address  unsafe  and  unsound  banking 
practices  and  violations  of  law  and  regulations  associated  with  the  sale  of 
mutual  funds.   Major  provisions  of  these  guidelines  are: 

•  Bank  personnel  should  disclose  orally  during  sales  presentations  in 
writing  before  or  when  a  mutual  fund  account  is  opened  and  in  all 
related  advertising  that:  1)  the  mutual  funds  are  not  insured  by  the 
FDIC;  2)  the  mutual  funds  are  not  a  depository  product  guaranteed  by 
the  bank;  and  3)  that  the  funds  are  subject  to  investment  risk  and 
potential  loss  of  principal; 
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•  Bank  personnel  should  disclose  the  existence  of  a  commercial 
relationship  (such  as  that  of  fund  advisor)  between  Ihe  bank  or  an 
affiliate  of  the  bank  and  the  mutual  funds  being  marketed; 

•  Except  in  very  limited  situations  (where  physical  conditions  prevent 
it)  recommendations  or  sales  of  mutual  funds  should  be  done  in 
physical  locations  that  are  distinct  from  the  area  in  which  insured 
deposits  are  made; 

•  Tellers  and  other  bank  personnel  who  work  in  deposit-taking  areas  of 
the  bank  should  not  make  investment  recommendations  or  accept 
orders  for  mutual  funds;  and  tellers  and  other  bank  employers  who 
are  not  authorized  to  sell  nondepository  products  such  as  mutual 
funds  are  only  allowed  to  refer  customers  to  personnel  who  have  been 
trained  to  sell  them; 

•  Bank  personnel  who  sell  or  provide  investment  advice  on  mutual  funds 
should  receive  training  that  is  substantially  equivalent  to  training 
necessary  for  securities  brokers  who  are  licensed  by  the  National 
Association  of  Securities  Dealers  (NASD);" 

•  Bank  personnel  who  recommend  mutual  funds  to  customers  should 
make  a  reasonable  effort  to  obtain  information  on  a  customer's 
financial  and  tax  status  and  any  other  related  data,  and  then  use  the 
information  to  advise  the  customer  on  the  suitability  of  such 
investments; 

•  A  bank  should  not  offer  mutual  funds  with  a  name  that  is  identical  to 
that  of  the  bank;  and  banks  which  offer  mutual  funds  with  similar 
names  are  warned  about  the  risk  of  offering  such  products  due  to  the 
prospect  that  the  customer  may  be  confused; 

•  Bank  personnel,  including  tellers,  can  receive  a  one-time  nominal  fee 
of  a  fixed-dollar  amount  for  each  customer  referral  for  mutual  funds, 
and  this  referral  fee  should  not  be  contingent  on  whether  the  referral 
results  in  a  transaction.  Personnel  authorized  to  market  mutual  funds 
may  receive  incentive  compensation  like  commissions  for  customer 
sales,  but  these  must  not  be  structured  so  as  to  result  in  unsuitable 
recommendations  and/or  sales. 

In  late  February  1994,  Office  of  the  Comptroller  of  the  Currency  (OCC) 
officials  reported  that  there  did  not  appear  to  be  serious  violations  of  the 
guidelines,  but  they  noted  that  some  banks  were  still  failing  to  inform  customers 
that  mutual  funds  lacked  Federal  insurance.  Branches  farthest  away  from  bank 
headquarters  were  reported  to  be  more  prone  to  this  kind  of  consumer 
negligence.  In  addition,  a  number  of  cases  in  which  bank  compliance  officers 
(who  are  charged  with  ensuring  that  banks  comply  with  bank  regulatory  rules 
and  guidelines)  were  observed  directly  reporting  to  bank  sales  manager,  a 
potential  conflict-of-interest  situation.  However,  generally,  OCC  officials 
observed  that  bank  personnel  were  directing  investors  to  suitable  investment 
products." 

To  help  bank  and  securities  regulators  monitor  banks'  sales  of  mutual 
funds  on  an  ongoing  basis.  Comptroller  of  the  Currency  Eugene  Ludwig 
proposed  that  "mystery  shoppers"  pretending  to  be  prospective  investors  be  sent 
to  bank  branches  to  ascertain  whether  bank  personnel  are  adequately 
communicating  the  risks  and  uninsured  nature  of  nondepository  products  such 
as  mutual  funds.  In  April  1994,  OCC  officials  presented  the  mystery  shopper 
plan  to  the  SEC,  the  FDIC,  the  Fed,  and  OTS  in  the  hope  of  mounting  a  joint 
regulatory  effort.  So  far,  the  other  agencies  have  been  cool  to  the  joint  effort; 
Fed  Governor  John  La  Ware  cited  concerns  about  the  appearance  of  a  "witch- 
hunt." Meanwhile,  the  FDIC  is  beginning  a  mystery  shopper  program  of  its  own 
for  the  banks  that  it  regulates,  and  OCC  officials  indicate  that  the  agency  may 
decide  to  conduct  a  similar  program.'^ 

As  a  whole,  banking  regulators  and  bank  trade  groups  such  as  the 
American  Bankers  Association  (ABA)  look  at  the  joint  guidelines  as  a 
substantive  and  meaningful  regulatory  development.  Moreover,  the  existence 
of  the  guidelines  is  cited  as  a  central  reason  why  additional  legislation 
concerning  bank  marketing  of  mutual  funds  is  presently  unnecessary." 
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However,  others  have  been  much  less  sanguine  about  the  efficacy  of  the 
interagency  guidelines.  House  Energy  and  Commerce  Committee  Chairman 
John  Dingell,  and  SEC  Chairman  Arthur  Levitt,  Jr.,  have  attacked  the 
guidelines    for    being    merely    advisory    and    thus    legally    unenforceable." 

Chairman  Dingell's  has  also  criticized  the  guidelines  for  being  so  generally 
worded  that  they  afford  banks  great  latitude  in  promulgating  the  procedures 
and  policies  necessary  to  put  them  in  effect."  Comptroller  of  the  Currency 
Eugene  Ludwig  has  responded  that  the  guidelines  effectively  constitute  a 
mandatory  set  of  standards  that,  if  breached,  could  result  in  rapid  enforcement 
action  by  bank  regulators.** 

More  specific  criticism  concerns  the  absence  of  mandated  examination  and 
disciplinary  programs  for  bank  securities  personnel  like  that  which  the  NASD 
provides  for  its  member  broker-dealers.  (The  interagency  guideline  say  that 
bank  personnel  who  sell  or  provide  investment  advice  on  mutual  funds  should 
receive  training  that  is  substantially  equivalent  to  that  which  is  done  for 
securities  brokers  who  are  licensed  by  the  NASD.)" 

According  to  OCC  figures,  roughly  90  percent  of  all  bank-based  mutual 
fund  sales  are  done  by  non-bank  personnel,  typically  throu^  lease 
arrangements  with  third-party  broker-dealers  selling  non-proprietary  funds  on 
bank  property.  The  practices  and  products  of  these  dealers  are  regulated  under 
the  principal  mutual  fund  regulatory  statute,  the  Investment  Company  Act  of 
1940.  As  such,  these  dealers  and  their  practices  fall  under  SEC,  not  bank, 
regulation  and  are  also  subject  to  NASD  oversight,  including  its  licensure  and 
examination  requirements.** 

Comptroller  of  the  Currency  Ludwig  has  acknowledged  that  the  residual  10 
percent  of  bank-based  mutual  funds  sales  are  conducted  by  bank  personnel 
marketing  bank  proprietary  funds  that  are  not  subject  to  NASD  oversight  and 
testing.*'  In  early  1994,  the  OCC  asked  the  NASD  to  test  these  bank-based 
fund  salespersons,  and  in  September,  Comptroller  Ludwig  announced  that  the 
OCC  had  reached  an  agreement  with  NASD  to  open  its  exam  to  bank  employees. 
Details  of  the  proposed  testing  are  being  worked  out  by  the  OCC,  the  Fed,  the 
FDIC,  OTS,  the  New  York  Stock  Exchange,  and  the  NASD.  It  is  currently 
envisioned  as  non-mandatory  testing  to  go  into  effect  some  time  in  1995. 

Additional  criticism  has  been  leveled  at  other  aspects  of  the  interagency 
guidelines.  For  example,  the  director  of  Banking  and  Housing  Policy  at  the 
Consumer  Federation  of  America  (CFA),  a  consumer  advocacy  group,  criticized 
a  provision  in  the  interagency  guidelines  that  supports  the  use  of  promotional 
brochures  and  advertising  containing  information  on  both  insured  and 
uninsured  products  (such  as  mutual  funds)  as  long  as  the  information  is  "clearly 
segregated.'  The  CFA  official  commented  that  the  idea  of  clear  segregation  is 
subject  to  an  individual  bank's  interpretation  and  in  certain  cases  might  be 
construed  to  mean  as  little  as  a  two-line  separation  between  the  section  on  the 
bank's  insured  products  tuid  the  section  on  uninsured  products  like  mutual.  ' 

The  CFA  has  also  criticized  the  guidelines  for  allowing  bank  personnel 
including  tellers  to  receive  a  fee  for  each  customer  referral  for  mutual  funds. 
The  consumer  organization's  concern  is  that  the  fee  might  promote  bank 
personnel  to  refer  customers  to  products  that  may  be  inappropriate  for  the 
customer's  particular  investment  portfolios.'' 


JOINT  BANK  TRADE  ASSOCIATION  GUIDELINES 

In  February  1994,  in  a  parallel  development  to  the  issuance  of  the  joint 
interagency  guidelines,  six  bank  trade  associations  (the  American  Bankers 
Association,  the  Bankers  Roundtable,  the  (Consumer  Bankers  Association,  the 
Independent  Bankers  Association  of  America,  the  National  Bankers  Association, 
and  the  Savings  &  Community  Bankers  of  America)  issued  joint  guidelines 
designed  to  direct  their  member  banks  in  the  proper  procedures  for  retailing 
mutual  funds  and  other  nondeposit  projects.  Entitled  Retail  Investment  Sales, 
Guidelines  for  Banks,  the  guidelines  are  an  unusual,  collective  effort  by  the 
banking  trade  groups  and  are  designed  to  complement  the  earlier  group  of  bank 
regulatory  guidelines  that  were  issued  throughout  1993. 

The  banking  trade  group's  guidelines  were  reportedly  put  together  with  the 
guidance  of  the  various  bank  regulators  and  are  said  to  'reiterate  and 
emphasize'  bank  regulatory  guidelines  on  the  bank  retailing  of  uninsured 
products."  The  guidelines  advise  banks  on  the  proper  retailing  of  such 
uninsured  products  in  areas  such  as  full  disclosure  of  risk  and  lack  of  insurance; 
advertising  and  promotion;  location;  the  training  of  product  salespersons;  and 
employee  compensation  and  referral  fees.'* 
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THE  NASD  GUIDELINES 


In  June  1994,  the  NASD  announced  it  was  going  to  issue  comprehensive 
guidelines  to  brokerage  firms  that  sell  through  banks  (whether  or  not  the  firms 
are  affiliated  with  a  bank).  The  broker-dealer  self-regulatory  organization 
(SRO)  guidelines  provide  a  road  map  for  proper  practices  on  the  part  of  bank- 
based  NASD  registered  brokers  and  nonlicensed  bank  personnel  involved  in  the 
sale  of  mutual  funds.  Described  as  basically  similar  to  the  bank  regulators' 
interagency  guidelines,  the  NASD  guidelines  do  contain  some  differences. 

For  example,  the  guidelines  advise  brokerage  firms  to  provide  non-licensed 
personnel  like  bank  tellers  with  a  manual  of  "do's  and  dont's."  While  also 
advising  that  depository  personnel  be  permitted  to  receive  a  one-time  fee  for 
referring  customers  to  sales  personnel,  the  NASD  guidelines  proscribe  the 
receipt  of  other  forms  of  compensation  such  as  monetary  awards,  free  meals  and 
trips.  In  addition,  the  guidelines  recommend  that  branch  bank  representatives 
not  sell  a  bank's  own  debt  instruments  to  branch  customers,  but  the  guidelines 
do  allow  the  unsolicited  sale  of  a  bank's  stock  to  customers  who  make  such  a 
request.  Some  bank  officials  call  the  NASD  guidelines  a  welcome  development 
as  it  had  previously  not  been  completely  clear  exactly  what  the  SRO  wanted  in 
some  of  these  areas.'' 


CONSUMER  CONCERNS  AND  PROPOSED  REMEDIAL 
LEGISLA'nON 

H.R.  3306 

H.R.  3306,  the  Depository  Institution  Retail  Investment  Sales  and 
Disclosure  Act,  would  amend  the  Federal  Deposit  Insurance  Act  and  was 
introduced  on  October  19, 1993  by  Henry  Gonzalez  (D.  Texas),  Chairman  of  the 
House  Banking,  Finance,  and  Urban  Affairs  Committee,  and  Representative 
Charles  Schumer  (D.  N.Y.)  H.R.  3306  represented  a  legislative  response  to 
concerns  that  the  growing  market  in  the  bank  sale  of  mutual  funds  is  fraught 
with  sales  policies  that  have  resulted  in  widespread  investor  misinformation  and 
confusion  over  the  uninsured  nature  and  the  riskiness  of  the  mutual  funds. 
These  are  perceptions  that  the  bill's  sponsors'  think  have  been  significantly 
fueled  by  the  failure  of  numerous  banks  to  communicate  clearly  to  their 
customers  that  the  funds  bear  none  of  the  risk-free,  federally  insured  attributes 
that  banks'  conventional  insured  investment  products  possess. 

The  major  provisions  of  H.R.  3306: 

•  Prohibit  any  insured  depository  institution  from  permitting  any  person 
to  engage  in  any  practice  or  advertising  which  could  mislead  a 
customer  as  to:  (1)  the  uninsured  nature  of  any  nondeposit 
investment  product  offered  or  sold  by  the  institution;  or  (2)  the 
investment  risk  associated  with  such  product. 

•  Require  specific  disclosure  to  potential  customers,  including  disclosure 
that  the  nondeposit  investment  product  is  not  insured  by  the  FDIC 
and  that  the  product  poses  investment  risks  and  may  involve  the  loss 
of  principal.  In  this  context,  it  also  requires  the  investor  who 
purchases  such  a  nondeposit  product  to  sign  a  declaration 
acknowledging  their  awareness  of  the  disclosures. 

•  Prohibit  an  insured  depository  institution  from  allowing  any  personnel 
who  accept  deposits  from  selling  or  offering  investment  advice  on  any 
nondeposit  investment  product.  However,  upon  customer  request  such 
personnel  are  permitted  to  refer  customers  to  the  appropriate  sales 
personnel,  provided  that  they  do  not  solicit  the  request  for  referral; 
receive  no  referral  compensation;  and  disclose  that  the  product  is  not 
FDIC  insured. 

•  Prohibit  persons  involved  in  bank-related  sales  of  mutual  funds  from 
providing  investment  advice  on  nondeposit  investment  products  in  any 
part  of  the  bank  or  on  behalf  of  the  bank  unless  such  person  is 
registered  with  the  SEC  as  a  broker,  representative  of  a  broker,  or 
investment  adviser  or  meet  qualifications  or  training  requirements 
that  the  banking  regulatory  agencies  determine  are  equivalent  to  those 
applicable  to  such  a  registered  person.  Training  of  sales  personnel 
shall  include  education  in  making  an  accurate  judgment  about  the 
suitability  of  a  particular  nondeposit  product  for  a  prospective 
customer. 
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•  Prohibit  an  insured  depository  from  using  any  part  of  its  space  for 
selling  or  providing  investment  advice  relating  to  any  mutual  fund  or 
nondeposit  product,  unless  these  service  areas  are  physically 
segregated  from  the  part  of  the  office  where  deposits  are  taken  or 
withdrawn. 

•  Prohibit  banks  and/or  their  afTiliates  from  using  or  permitting  the  use 
of  the  bank's  name,  title,  or  logo  or  any  word  or  design  that  is  similar 
to  or  a  variation  of  the  bank's  name,  title,  or  logo  in  connection  with 
any  mutual  fund  for  which  the  bank  or  the  affiliate  acts  as  investment 
adviser.  The  name  restriction  would  also  apply  to  any  nondeposit 
investment  product  offered  for  sale  by  the  bank,  its  affiliate,  or  by  any 
person  at  the  bank's  office. 

•  Require  the  federal  banking  agencies  to  establish  minimum  standards 
to  ensure  that  compensation  does  not  result  in  the  sale  of  nondeposit 
investment  products  in  lieu  of  more  suitable  investment  options  for 
their  customers. 

Representative  Charles  Schumer  observed  that  H.R.  3306  is  intended  to  see 
that  the  ".  .  .  full  disclosure  message  that  banks  must  deliver  about  non-insured 
investment  products  must  not  be  undercut  by  conflicting  information  that  tends 
to  reinforce  presumption  of  deposit  insurance.""  And,  insisting  that  regulatory 
and  industry  initiatives  have  been  ineffective,  Representative  Schumer  observed: 

.  .  .  "voluntary"  guidelines  issued  by  banking  regulators  and 
industry  group  are  simply  not  up  to  the  job.  Customer  confusion 
persists.  The  distinctions  between  insured  and  uninsured  products  are 
being  blurred." 

The  Fed  and  the  OCC  have  both  commented  that  provisions  of  H.R.  3306 
are  essentially  mirrored  in  the  series  of  guidelines  (including  the  interagency 
guidelines)  that  the  agencies  have  issued  on  bank  retailing  of  nondeposit 
products,  thus  rendering  the  legislation  unnecessary.  Spokespersons  for  the 
American  Bankers  Association  (ABA)  have  also  taken  the  position  that  H.R. 
3306  is  basically  duplicative  and  argue  that  it  is  thus  unnecessarily 
burdensome." 

OTS  officials  have  also  stated  that  most  of  the  provisions  in  H.R.  3306 
provisions  are  already  mandated  by  the  agency  through  its  regulation, 
guidelines,  policy  statements  or  interpretations.  Nonetheless,  OTS  officials  have 
taken  pains  to  identify  a  number  of  areas  in  which  OTS  policy  and  H.R.  3306 
are  at  significant  variance.  These  differences  which  OTS  officials  say  bear 
further  consideration  and  analysis,  generally  relate  to  distinctions  between  the 
interagency  guidelines  (which  the  Federal  Reserve,  the  OCC,  OTS  and  the  FDIC 
were  signatories  to)  and  H.R.  3306."  These  differences  include: 

•  Fund  names.  The  interagency  guidelines  proscribe  fund  names  that 
are  identical  to  the  retailing  bank  or  affiliate.  H.R.  3306  goes  farther 
and  prohibits  even  similar  names. 

•  Referral  fees.  The  interagency  guidelines  allow  bank  personnel 
involved  in  selling  or  offering  investment  advice  to  receive  one-time 
compensation  for  referring  customers  to  bank-related  investment 
advisers  and/or  brokers.   H.R.  3306  prohibits  such  compensation. 

•  Locale.  The  interagency  guidelines  requires  banks  to  make  office  space 
devoted  to  depository  taking  and  withdrawal  distinct  from  the  space 
that  they  devote  to  nondepository  products.  H.R.  3306  requires 
physical  segregation  of  the  operations. 

•  Confidentiality  of  customer  information.  The  interagency  guidelines 
allow  banks  to  make  their  own  policies  (subject  to  applicable  laws)  on 
whether  to  require  customer  consent  before  the  customer's  confidential 
financial  records  are  provided  to  other  entities  such  as  an  affiliate  of 
the  bank.  H.R.  3306  requires  that  bank  customers  provide  consent 
before  their  financial  records  are  provided  to  other  entities. 

On  the  latter  issue,  the  confidentiality  of  customer  information,  OTS 
officials  have  observed  ".  .  .  the  customer  information  issue  is  particularly 
difficult.  Targeting  certain  customers  for  certain  products  is  an  efficient 
marketing  strategy  used  by  many  entities.  On  the  other  hand,  it  is  appropriate 
that  such  information  not  be  used  inappropriately  to  take  advantage  of 
customers."*" 
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By  contrast,  spokespersons  for  the  North  American  Securities 
Administrators  Association  (NASAA),  the  national  organization  of  the  50  State 
securities  agencies,  have  strongly  advocated  an  outright  prohibition  on  bank 
sharing  of  customer  information  with  any  securities  affiliate: 

.  .  .  financial  institutions  routinely  are  sharing  with  securities 
'  salespersons  what  commonly  is  considered  confidential  information 
about  the  customers  finances,  including  the  maturity  dates  of  these 
CDs.  It  is  clear  that  banks  are  supplying  this  information  to 
brokerage  operations  in  the  hope  of  persuading  bank  customers  to 
purchase  uninsured  investment  products  with  the  funds  earned  when 
CDs  have  been  cashed  in." 


Meanwhile,  ofTicials  at  the  FDIC  have  observed  that  much  of  the  thrust  of 
H.R.  3306  is  addressed  in  the  interagency  guidelines,  but  they  have  criticized  the 
legislation  for  a  prescriptive  and  inflexible  approach  to  these  issues.  The 
officials  have  asserted  that  allowing  bank  regulators  and  the  banking  industry 
to  evolve  a  set  of  solutions  flexibly  over  time  is  a  more  efficient  course  of 
action." 

For  example,  H.R.  3306  would  require  the  bank  regulatory  agencies  to 
establish  minimum  standards  to  ensure  that  bank  compensation  does  not  result 
in  the  sale  of  nondeposit  investment  products  in  lieu  of  more  suitable 
investment  options  for  their  customers.  FDIC  oflicials  charge  that  this  kind  of 
standard-setting  imposes  rigidities  that  could  conflict  with  market  realities  in 
which  bank  employees  are  generally  compensated  through  salaries  whereas  sales 
persons  in  the  securities  and  insurance  industries  have  more  commission- 
oriented  compensation  arrangements. 

The  FDIC  officials  note  that  if  bank  personnel  receive  commissions  for 
selling  securities,  but  not  for  overseeing  the  opening  or  the  renewal  of 
customers'  depository  accounts,  conflicts  may  arise.  However,  the  officials  have 
also  observed  that  it  is  unrealistic  to  expect  bank-based  securities  or  insurance 
personnel  to  be  compensated  in  ways  that  are  at  odds  with  industry  norms. 
Overall,  their  concern  is  that  these  compensation  considerations  are  so  complex 
that  within  legal  parameters  and  safety  and  soundness  considerations,  banks 
should  be  allowed  to  devise  their  own  compensation  schedules  as  freely  as 
possible." 

Another  contentious  provision  in  H.R.  3306  related  to  fund  names.  ABA 
representatives  have  explicitly  criticized  the  provision  in  H.R.  3306  that  would 
prohibit  banks  and/or  their  afniiates  from  using  or  permitting  the  use  of  a 
bank's  name,  title,  or  logo  or  any  word  or  design  that  is  similar  to  or  is  a 
variation  of  the  bank's  name,  title,  or  logo  in  connection  with  any  mutual  fund 
for  which  the  bank  or  the  affiliate  acts  as  investment  adviser.'* 

ABA  spokespersons  argue  that  as  in  the  case  of  other  types  of  financial 
services  that  are  allowed  to  name  their  affiliate  banks  similarly  (such  as  Merrill 
Lynch  Funds  which  are  affiliated  with  Merrill  Lynch  Bank  and  Trust),  banks 
should  be  allowed  to  continue  the  same  potentially  enhancing  kind  of  branding. 
The  ABA  opposes  fund  use  of  an  affiliate  bank's  identical  name,  however.  For 
example,  it  would  oppose  Antarctica  Bank's  Antarctica  Bank  Funds,  but  would 
support  the  label  of  Antarctica  Funds.  When  similar  names  are  used,  it  would 
advise  banks  to  make  "increased  customer  disclosures"  that  the  mutual  fund 
products  are  not  FDIC  insured." 

Consumer  and  investor  advocates  such  as  the  CFA  and  NASAA  are  opposed 
to  the  use  of  similar  sounding  affiliated  funds,  arguing  that  this  increases  the 
likelihood  of  customer  confusion  over  the  differences  between  the  banks'  insured 
products  and  the  funds'  uninsured  investment  offerings. 

The  SEC  has  identified  42  banks  that  have  employed  some  form  of  a  bank's 
name  as  a  part  of  mutual  funds  that  they  market.  Some  examples  of  larger 
bank  funds  that  carry  names  similar  to  their  affiliate  banks  are  PNC  Funds 
(PNC  Bank),  NationsFunds  (NationsBank)  and  Wells  Funds  (Wells  Fargo).** 
The  practice  in  which  mutual  funds  carry  an  identical  or  names  similar  to  their 
affiliated  bank  has  been  criticized  for  furthering  the  prospect  that  investors  may 
confuse  the  fund  products  with  insured  investment  products.  But,  various 
banking  industry  insiders  emphasize  that  this  "branding"  constitutes  an  effective 
form  of  marketing. 
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Bank  regulatory  agencies  have  generally  looked  askance  at  such  practices. 
The  Fed  has  prohibited  banks  under  its  jurisdiction  from  using  corporate  names 
on  mutual  funds,  however,  few  Fed  regulated  banks  sell  proprietary  or  private 
label  mutual  funds.  In  April  1993,  the  OCC  urged  banks  to  avoid  using  such 
names,  but  it  did  not  specifically  proscribe  the  banks  that  it  regulates  from 
doing  so.  The  February  1994  interagency  guidelines  proscribe  the  use  of 
identical  names,  but  allow  bank  affiliated  funds  to  use  names  that  are  similar 
to  their  affiliate  banks. 

H.R.  3447 

H.R.  3447,  the  Securities  Regulatory  and  Equality  Act  of  1993,  was 
introduced  on  November  9,  1993  by  House  Energy  and  Commerce  Committee 
Chairman  John  Dingell. 

Key  features  of  the  bill: 

•  Amend  the  Securities  Exchange  Act  of  1934  to  include  within  its 
broker-dealer  definitions  most  bank  securities  activities  and  require 
that  such  activities  be  moved  into  separate  subsidiary  corporate 
entities.  As  such,  most  bank  securities  operations  would  fall  under  the 
regulatory  domain  of  the  SEC  and  the  NASD. 

•  Amend  the  Investment  Advisors  Act  of  1940  to  include  banks  that 
advise  registered  investment  companies'  mutual  funds.  As  such,  a 
bank  that  advises  a  registered  investment  company  would  be  under 
SEC  regulation  as  are  other  investment  advisors  to  investment 
companies. 

•  Prohibit  mutual  funds  that  are  advised  by  banks  from  using  the  same 
name  as  or  a  name  similar  to  the  affiliated  bank. 

•  Generally  prohibit  an  investment  company  from  knowingly  acquiring 
a  security  during  an  underwriting  if  the  proceeds  from  the  acquisition 
are  to  be  used  to  retire  any  part  of  an  indebtedness  owed  to  a  bank 
that  is  affiliated  with  the  investment  company.  Also,  prohibit 
investment  companies  from  borrowing  money  from  a  bank  which  they 
are  affiliated  with. 

•  Prohibit  a  bank  from  both  serving  as  an  adviser  to  an  investment 
company  and  owning  a  controlling  share  in  that  company  in  its 
capacity  as  trustee  for  shareholders  of  the  company,  except  as 
permitted  by  SEC  rule  or  order. 

H.R.  3447's  overall  goal  is  to  replace  the  essentially  institutional  regulation 
now  prevailing  over  bank  securities  activities,  which  are  under  the  ambit  of 
bank  regulators,  with  functional  regulation  of  bank  securities  activities.  With 
functional  regulation,  the  SEC  and  the  NASD  would  regulate  these  specific 
activities  conducted  in  banks.  (See  box  1  for  a  brief  discussion  of  the  pros  and 
cons  of  the  two  approaches.) 

Arguing  for  H.R.  3447's  functional  regulatory  sweep,  the  bill's  sponsor, 
Chairman  John  Dingell  invoked  the  spectre  of  the  large-scale  losses  experienced 
by  the  savings  and  loan  industry  —  losses  that  he  contends  were  significantly 
the  result  of  inadequate  regulation  of  those  depository  institutions:' 

Although  banks  have  dramatically  expanded  their  brokerage  and 
investment  activities,  the  SEC  is  presently  powerless  to  regulate  them 
as  either  broker-dealers  or  investment  advisers.  Right  now  banks  do 
not  have  to  register  as  such  with  the  SEC  if  they  engage  in  brokerage 
activities  or  provide  investment  advice  to  customers.  They  also  are 
exempted  from  the  registration  and  reporting  requirements  of  the 
Federal  Securities  laws  when  they  offer  their  own  securities  to  the 
public.  Finally,  they  are  not  subject  to  the  sales  practice  rules  that  are 
critical  to  the  protection  of  investors.  Clearly  the  securities  activities 
of  banks  fall  between  the  cracks  in  our  regulatory  system.  That  is  of 
particular  concern  when  taxpayers  confront  a  $150  to  $175  billion  tab 
for  the  savings  and  loan  crisis,  thanks  largely  to  inadequate  regulation. 

The  lack  of  proper  regulation  not  only  causes  substantial 
potential  regulatory  disparities,  but  presents  grave  potential  danger  to 
investors,  who  may  well  assume  that  a  security  sold  to  them  by  a  bank 
is  federally  insured.  Our  bill  addresses  the  investor  protection  concern 
currently  posed  by  unregulated  bank  sales  of  securities  to  the  public. 
Our  bill  will  close  the  regulatory  gap  that  currently  exists,  to  the 
detriment  of  the  American  public.  .  .** 
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Functional  regulation  is  directed  at  multi-party  enterprises  inasmuch 
as  its  underlying  tenet  is  that  like  kinds  of  activities  in  any  sort  of  form 
should  be  subject  to  regulation  by  a  single  agency.  It  contrasts  with 
institutional  regulation  whereby  a  single  regulator  would  look  at  the 
various  facets  -  whatever  they  might  be  -  of  a  business  enterprise. 
Functional  regulation  is  often  seen  as  a  better  means  of  accommodating 
the  diverse  nature  of  organizations  that  might  be  in  the  banking  business 


Advocates  take  the  view  that  the  functional  approach  to  regulation 
would  assure  that  all  firms  engaged  in  an  activity  are  subject  to  the  same 
rules,  enforced  by  the  same  regulator.  As  regulation  is  administered  now, 
different  banks  have  different  primary  Federal  regulators.  Depending  on 
the  banks  chartering  arrangements  current  practices  can  lead  to  differences 
in  treatment  on  some  matters.   .   . 

At  the  same  time,  it  can  be  argued  that  regulation  by  function  might 
not  be  an  improvement  over  regulation  by  type  of  institution,  since 
diversified  companies  still  could  be  subject  to  a  multiplicity  of  regulators. 
According  to  this  view,  regulation  by  function  could  lead  to  the  same  sorts 
of  issues  traditionally  associated  with  the  desegregated  approach  to 
regulation  of  depository  financial  institutions  —  those  of  overlap, 
duplication,  gaps  and  conflicts.* 

•U.S.  Library  of  Congress.  Congressional  Research  Service.  Bank  Regulatory  Agen^ 
Restructuring  Under  Expanded  Powers:  Some  Alternatives.  Report  No.  90-552  E.  by  F. 
Jean  Wells.  Washington,  1990.    p.  5-6. 


SEC  Chairman  Arthur  Levitt  has  testified  to  the  agency's  support  for 
functional  regulation  and  H.R.  3447,  noting  that: 

While  bank  affiliates  and  subsidiaries  that  engage  in  securities 
activities  must  register  with  the  Commission  like  any  other  broker  or 
dealer,  banks  that  engage  directly  in  securities  activities  continue  to 
be  exempt  from  broker  dealer  registration.  . .  This  unique  treatment 
afforded  bank  securities  and  mutual  fund  activities  also  stands  in 
contrast  to  the  regulatory  schemes  for  bank  municipal  and  government 
securities  activities  which  are  regulated  under  the  Federal  securities 
laws.  .  .  the  continued  existence  of  a  separate  regulatory  scheme  for 
banks  makes  little  sense  in  an  era  of  regulatory  consolidation.   .   ." 

Chairman  Levitt  also  argues  that  because  the  banks'  role  in  the  securities 
markets  probably  will  continue  to  grow,  an  increasing  number  of  securities 
customers  will  be  receiving  less  protection  --  absent  functional  regulation.*" 
More  specifically,  the  SEC  chairman  has  charged  that  bank  regulators  should 
not  be  overseeing  bank  mutual  fund  sales  because  their  concern  is  over 
institutional  safety  and  soundness  as  opposed  to  the  SEC's  objective  of  investor 
protection." 

Taking  issue  with  Chairman  Levitt's  premise,  Comptroller  of  the  Currency 
Eugene  Ludwig  has  responded  that  consumer  protection  and  customer 
satisfaction  are  inextricably  tied  to  the  bank  regulatory  mission  of  maintaining 
a  safe  and  sound  bank.  Moreover,  even  in  the  absence  of  bank  regulatory 
oversight  of  mutual  fund  sales,  Mr.  Ludwig  has  argued  that  bank  regulators  will 
still  be  responsible  for  the  operational  and  legal  aspects  governing  bank  safety 
and  soundness;  the  SEC's  presence  would  add  another  level  of  bureaucracy. '^ 
He  has  also  argued  that  unlike  institutional  regulation,  functional  regulation 
risks  missing  the  constellation  of  intricate  and  disparate  interactions  that  are 
ongoing  within  banks  and  that  change  over  time.'' 

Governor  John  LaWare,  speaking  for  the  Federal  Reserve,  has  echoed 
Comptroller  Ludwig's  negative  views  on  H.R.  3447.  For  example,  in  speaking 
of  the  Fed's  opposition  to  functional  regulation  as  outlined  in  H.R.  3447, 
Governor  LaWare  challenged  Chairman  Dingell  and  SEC  Chairman  Levitt's 
contention  that  the  SEC's  investor  protection  mandate  provides  better 
protection  from  deficiencies  than  does  the  bank  regulators'  concern  with  bank 
safety  and  soundness.  Governor  LaWare  asserted  that  bank  safety  and 
soundness  requires  that  bank  customers  and  bank  product  investors  have 
confidence  in  the  banks.  If  bank  regulators  do  not  protect  the  interests  of  these 
bank  consumers,  their  confidence  in  the  bank  will  be  undermined  and  ultimately 
bank  safety  and  soundness  will  erode,  he  contends." 
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On  the  issue  of  bank  regulators'  ability  to  use  enforcement  muscle  to  stop 
problems  involving  the  bank  sale  of  mutual  funds,  Comptroller  Ludwig  testified 
of  the  OCC's  willingness  to  use  the  statutory  authority  which  allows  bank 
regulators  to  issue  cease  and  desist  orders  as  well  as  other  actions.^^  Also,  Mr. 
Ludwig  repeatedly  asserted  that  the  interagency  guidelines  constitute  a  set  of 
mandatory  standards  that  if  violated  could  also  prompt  bank  regulatory 
enforcement  action."* 

Spokespersons  for  the  ABA  have  rejected  the  thrust  of  H.R.  3447,  asserting 
that  the  organization  would  not  embrace  functional  regulation  and  thus  would 
reject  SEC  oversight  of  bank  sale  of  mutual  funds  because  of  the  additional 
regulatory  costs  that  these  would  entail."  Speaking  for  the  ABA  during 
hearings  held  by  the  House  Energy  and  Commerce's  Oversight  Subcommittee, 
R.  Scott  Jones  projected  that  H.R.  3447  "would  make  banks  and  bank  holding 
companies  non-competitive  in  a  wide  range  of  wholesale  and  retail  securities 
activities.""  Mr.  Jones,  a  member  of  the  ABA  board  of  directors,  has  also 
reiterated  the  trade  association's  longstanding  view  that  it  would  not  accept 
functional  regulation  unless  the  Glass-Steagall  prohibitions  on  bank  securities 
underwriting  were  removed.  The  vie  w  is  shared  by  Governor  La  Ware  of  the  Fed 
and  hinges  on  the  idea  that  if  banks  are  to  be  regulated  like  securities  firms, 
then  they  should  be  allowed  to  have  all  the  powers  that  securities  firms  have.°° 

Spokespersons  for  the  Independent  Bankers  Association,  an  association  of 
community  banks,  have  attacked  H.R.  3447  for  adding  additional  regulatory 
costs  that  "could  unnecessarily  keep  small  banks  out  of  the  business  of  [selling 
proprietary  mutual  funds]  and  [thus]  prevent  them  from  adequately  serving 
their  customers."'^"  Fed  Governor  LaWare  has  amplified  this  view  observing 
that  many  small  bankers  would  discontinue  offering  mutual  funds  if  they  bad 
to  face  H.R.  3447's  additional  regulatory  costs  and  paperwork.""  However, 
unlike  the  ABA,  IBA  spokespersons  have  stated  that  the  group  is  not  willing  to 
embrace  functional  regulation  in  exchange  for  expanded  securities  powers  such 
as  securities  underwriting.  This  is  primarily  because  the  smaller  community 
banks  are  said  to  have  little  interest  in  entering  full-line  securities  underwriting 
—  unlike  many  large  banks.  '"^ 

Supporters  of  H.R.  3447  have  argued  that  because  of  their  differing 
histories  and  obligations,  the  SEC  and  the  bank  regulators  have  taken  disparate 
approaches  to  the  enforcement  of  Federal  securities  and  banking  laws.  A  central 
illustration  of  this  disparity  is  said  to  be  the  fact  that  bank  regulators  tend  to 
minimize  public  disclosure  of  their  enforcement  action  against  banks.  The 
agencies  publicly  disclose  final  orders  in  connection  with  enforcement 
proceedings,  but  the  releases  do  not  normally  contain  information  on  the  type 
of  violation  and  the  specific  enforcement  actions  undertaken.'™  By  contrast, 
the  SEC's  enforcement  program  is  characterized  by  much  more  "aggressiveness" 
in  informing  the  public  of  enforcement  actions  taken  under  the  various  Federal 
securities  laws.  For  example,  disciplinary  hearings  are  not  only  a  matter  of 
public  record,  but  also  result  in  press  releases  that  describe  the  nature  of  the 
proceedings  and  the  names  of  the  parties  who  have  been  disciplined.  Moreover, 
under  the  mandate  of  Federal  securities  law,  the  NASD  provides  a  toll-free 
number  which  allows  interested  investors  access  to  information  on  the 
"disciplinary     and     civil     liability     records     of    broker-dealers'     registered 


H.R.  3447's  proponents  also  contend  the  SEC  has  been  more  institutionally 
inclined  to  promulgate  strict  rules  of  general  behavior  (with  the  agency  able  to 
exempt  only  appropriate  cases).  This  is  said  to  contrast  with  bank  regulators 
emphasis  of  achieving  their  goals  through  a  guideline  oriented  approach  that 
gives  the  individual  banks  certain  latitude  in  devising  their  owti  approaches  to 
the  goals."" 

The  legislation's  supporters  also  question  whether  bank  regulators  are  as 
institutionally  disposed  to  implementing  severe  enforcement  actions  when 
appropriate,  as  the  SEC  has  done  in  its  disciplinary  actions  against  brokerage 
firms  like  Drexel  Burnham  Lambert  and  Prudential  Securities."* 
Examples  of  the  SEC's  reported  bent  for  aggressive  enforcement  have  been 
contrasted  with  bank  regulators  comparatively  lax  enforcement  tendencies  as 
illustrated  in  a  1994  GAO  study.  Bank  Inside  Activities:  Insider  Problems  and 
Violations  Indicate  Broader  Management  Deficiencies.  The  GAO  study 
reportedly  looked  at  the  nature  of  bank  regulators'  enforcement  of  "insider 
violations."""  It  concluded  that  "the  regulators  may  have  been  able  to  take 
stronger  enforcement  actions,  considering  that  126,  or  72  percent  [of  the 
detected  bank  inside  violations  studied]  had  repeated  insider  violations.""" 
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H.R.  3447's  proponents  such  as  the  Investment  Company  Institute  (ICI), 
a  mutual  fund  trade  association,  and  Edward  Markey,  Chairman  of  the  House 
Energy  and  Commerce's  Subcommittee  on  Telecommunications  and  Finance 
have  noted  that  the  activities  of  bank-advised  funds  (and  other  bank  activities) 
are  subject  to  often  duplicative  and  inconsistent  regulation  by  the  various  bank 
regulatory  agencies.""  In  contrast,  the  activities  of  the  mutual  fund  industry 
outside  of  bank-advised  mutual  funds  (the  legislation's  primary  focus)  are  the 
subject  of  a  uniform  set  of  standards  that  have  been  adopted  and  enforced  by 
the  SEC  and  self-regulatory  organizations  like  the  NASD.  Comptroller  Ludwig 
has  gone  on  record  in  support  of  the  Clinton  Administration's  controversial  plan 
to  consolidate  the  four  bank  regulators  in  order  to  reduce  the  costs  of  banks 
complying  with  the  overlapping  and  at  times  inconsistent  multiple  bank 
regulators.  Chairman  Markey  and  the  ICI  have  accused  Comptroller  Ludwig  of 
being  inconsistent  in  supporting  this  consolidation,  but  opposing  the  regulatory 
consolidation  of  all  mutual  fund  securities  activities  as  called  for  by  H.R. 
3447."° 


BANK  HOUJING  COMPANY  BAILOUTS  TO  PROPRIETARY  FUNDS 
AND  THE  CONTINUED  DEBATE  ON  H.R.  3306  AND  H.R.3447 

While  the  debate  over  H.R.  3306  and  H.R.  3447  was  going  on  in  the  103rd 
Congress,  at  least  seven  bank  holding  companies  with  proprietary  money  market 
funds  'l)ailed  out"  those  funds  when  the  funds'  investments  in  particular  types 
of  financial  derivatives  (financial  products  whose  value  is  derived  from  other 
financial  products)  began  declining  in  early  1994  when  short  term  interest  rates 
rose.  The  bank  holding  company  bailouts  (two  examples  are  Wilmington  Trust 
and  Bank  of  America)  which  were  not  legal  obligations,  accompanied  a  number 
of  mutual  fund  bailouts  of  non-bank  based  money  market  mutual  funds  because 
of  derivative  losses  as  well.  The  SEC,  which  oversees  the  activities  of  all  mutual 
funds,  but  not  the  activities  of  their  bank  advisers,  invoking  standing  securities 
laws  is  requiring  that  all  of  the  money  market  funds  divest  themselves  of  such 
assets.'"  And,  the  Federal  Reserve  has  reported  to  Chairman  Gonzalez  of  the 
House  Banking  Committee  that  the  bank  holding  company  bailouts  did  not 
threaten  the  safety  and  soundness  of  the  holding  companies."^  These 
developments  will  be  the  subject  of  an  upcoming  CRS  report. 

Still,  the  bank  proprietry  fund  bailouts  have  had  an  unsettling  effect  in 
parts  of  Congress  and  the  financial  community.'"  Assuming  that  debate  on 
bills  such  as  H.R.  3306  and  H.R.  3447  continues  in  the  104th  Congress  -  such 
a  debate  may  also  need  to  incorporate  the  concerns  raised  by  these 
developments. 
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Current  net  asset  value  is  the  per  share  value  of  a  fund's  assets  which  is  computed  by 
subtracting  liabilities  from  the  portfolio  value  of  securities  held,  plus  cash  and  accrued  earnings 
and  then  dividing  that  total  by  the  number  of  outstanding  shares.  This  represents  the  dollar 
amount  that  all  shareholders  would  receive  if  they  all  redeemed  their  shares  of  the  mutual  fund. 

The  Investment  Company  Act  of  1940  (ICA).  requires  companies  that  market  pooled 
investment  funds  to  the  public  to  register  as  investment  companies  with  the  Secujities  and 
Exchange  Commission.  In  addition,  the  ICA  sets  standards  for  disclosure  of  nnandal  information, 
pricing  of  fund  shares   and  the  allocation  of  portfolio  investmenU. 

^  Mack.  Phillip.  R«oent  Trends  in  the  Mutual  Fund  Industry.  Federal  Reserve  Bulletin,  p. 
1008-1011, 

*  Clark,  Michelle.  Banks  and  Investment  Funds  No  Longer  Mutually  Exclusive.  St.  Louis 
Regional  Economist.  October  1993.    p.  6. 

*  Defmed -contribution  plans  are  any  number  of  savings  plans  that  allow  employers  and 
employees  to  make  periodic  contributions  on  a  tax -deferred  basis  for  retirement  income.  Defined- 
benefit  plans  are  retirement  income  plans  set  up  by  an  employer  to  pay  a  specified  sum  to 
qualified  employees,  based  on  the  number  of  years  of  service.  A  401(k)  plan  is  a  type  of  defined- 
contribution  plan  that  allows  employees  to  contribute  up  to  specified  percentage  or  amount  of 
pretax  dollars  to  an  investment  pool  managed  by  the  employer 

^  Laderman,  Jeffrey  and  Geoffrey  Smith.  The  Power  of  Mutual  Funds.  Business  Week, 
January  18,  1993    p.  68. 

"^   Kuhn,  Susan.   The  New  Perilous  Stock  Market.   Fortune,  December  27,  1993.    p.  49. 

*  Investment  advisers  (also  called  fund  mangers)  are  hired  to  make  decisions  about  a  fund's 
securities  investments  in  accord  with  the  fund's  general  objectives.  They  oversee  the  day-to-day 
fund  management  and  decide  on  prudent  investment  strategy  for  a  fund's  portfoUo  in  U^t  of 
overall  goals.  Advisers  also  conduct  financial  research  for  their  funds.  Advisers  are  normally 
compensated  based  on  a  percentage  of  the  fund  assets  that  are  under  management.  However, 
some  advisers  have  compensation  which  is  dependent  on  fund  performance  relative  to  established 
benchmarks-  Transfer  agents  maintain  shareholder  ownership,  records  and  process  orders  for 
sales  and  redemptions  Custodians  settle  securities  transactions,  hold  the  securities,  collect  the 
income  due,  and  are  responsible  for  all  the  securities  and  the  cash  owned  by  the  fund. 

Disinterested  persons  are  individuals  who:  are  not  affiliated  with  the  investment  adviser; 
are  not  afTiliated  with  any  person  that  the  SEC  has  identified  as  having  a  material  busineae  or 
professional  relationship  with  the  fund;  are  not  affiliated  with  any  employee  or  officer  of  the  fund; 
and  are  not  affiliated  with  any  registered  broker  or  dealer  or  any  other  persons  with  interests  or 
affiliations  with  the  fund. 

"^  Fund  underwriters  are  registered  brokers  under  the  Securities  Exchange  Act  of  1934  and 
are  responsible  for  all  the  transactions  within  a  fund.  When  an  investor  wants  to  acquire  or  sell 
shares,  the  underwriter  deals  directly  with  the  fund  and  then  finalizes  the  transaction  with  the 
particular  investor.  Consequently,  as  a  technical  matter,  the  underwriter  momentarily  owns  every 
share  of  security  that  is  purchased  or  sold  by  the  fund. 

' '  Schonfeld,  Victoria  and  Thomas  Kerwin.  Organization  of  a  Mutual  Fund.  Business 
Lawyer,  November  1993.   p.  108. 

**  Ibid.,   p.  108. 

The  ICA  requires  companies  that  market  pooled  investment  funds  to  the  public  to  register 
as  investment  companies  with  the  Securities  and  Exchange  Commission  In  addition,  the  ICA  sets 
standards  for  disclosure  of  financial  information,  pricing  of  fund  shares  and  the  allocation  of 
portfolio  investments.  The  Investment  Advisers  Act  requires  that  persons  making  buy  or  sell 
recommendations  to  clients  who  hold  themselves  out  to  be  investment  advisors  must  register  with 
the  Securities  and  Exchange  Commission,  and  disclose  any  conflicts  of  interest  m  their 
recommendations. 

For  more  insight  on  the  securities  related  activities  of  banks,  see:  U.S.  Library  of  Congress. 
Congressional  Research  Service.  Profits  of  Banks  and  Securities  Firms.  Looking  for  the  Greenest 
Grass,  Report  No.  92-762  E,  by  Kevin  Winch  and  Mark  Jickling,  Washington,  1992.  42  p.  and 
GlassSteagall  Act:  Should  Bankers  Be  Brokers.  Archived  Issue  Brief  No.  IB  91033,  by  William 
Jackson. 

'*  Winch  and  Jickling,  Profits  of  Banks  and  Securities  Firms:  Looking  for  the  Greenest  Grass, 
p  4 

'*  Mack.  Recent  Trends  in  the  Mutual  Fund  Industry,  p.  lOll.  See  footnote  8  for  an 
explanation  of  the  role  of  the  various  parties. 
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'■^  Orders  Approving  Acquisition  of  a  Bank  Holding  Company.  Formation  of  a  Bank  Holding 
Company,  and  Application  to  Engage  m  Nonbanking  Activities.  Fedeml  Reserve  Bulletin,  June 
1993  p  626-632.  Administrative  duties  include:  maintaining  and  preserving  fund  records; 
computing  net  asset  value,  dividends,  fund  performance  data  other  fund  financial  information. 
funushing  statistical  and  research  daU;  preparing  and  filing  mth  the  SEC  and  Sute  securities 
regulators  registration  statements;  preparing  reporu  and  other  informational  material  pertaining 
to  the  fund  mcluding  proxies  and  shareholder  information,  providing  office  faciUties  and  clerical 
staff  for  the  fund;  developing  and  implementing  procedures  for  monitoring  compUance  with 
regulatory  requirements  and  the  fund's  investment  objectives;  reviewmg  and  arranging  for 
payment  of  fund  expenses;  providing  communication  and  coordination  services  with  regard  to  the 
fund's  investment  advisor,  transfer  agent,  custodian  and  other  service  providers;  reviewing  and 
providing  advise  to  the  distributor,  the  fund,  and  the  investment  adviser  concermng  the 
regulatory  compliance  of  sales  literature  and  marketing  plans  providing  information  to  the 
distributor's  personnel  regarding  fund  performance  and  administration;  assistmg  extant  funds  m 
the  development  of  additional  portfolios;  and  providing  reports  to  the  fund's  board  of  directors 
with  respect  to  their  current  activities. 

>*  See  Robinson.  Kenneth  and  Eric  Ochel.  Banks  and  Mutual  Funds:  Implications  for 
Banking  and  Monetary  Policy.  Federal  Reserve  Bank  of  Dallas  Financial  Industry  Stiuiies. 
December  1993  p  2,  and  EngUsh,  WiUiam  and  Brian  Reid.  Profits  and  Balance  Sheet 
Developments  at  U.S.  Commercial  Banks  in  1993.  Federal  Reserve  Bulletin,  June  1994.  p. 
484-485. 
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Ibid, 


^^  Banks  have  traditionally  undertaken  many  of  the  services  that  are  also  involved  in  the 
operation  of  mutual  fxmds  through  their  trust  departments,  which  provide  fee-based  fiduciary, 
investment,  custodial  and  managerial  services  to  bank  customers. 

^'  For  example,  see:  Kaufman,  George  and  Larry  Mote,  Is  Bankmg  a  Declining  Industry. 
Federal  Reserve  Bank  of  Chicago  Economic  Perspectives,    May-Jime  1994,    p.  12. 

^  Section  20  of  the  Glass-Steagall  Act  provides  that  affiliates  of  national  banks  and  State 
chartered  member  banks  may  underwrite  and  deal  in  ineligible  securities  generally  prohibited  in 
the  Glass-Steagall  Act  {such  as  mutual  funds,  municipal  revenue  bonds,  and  corporate  debt  and 
equity)  so  as  long  as  the  underwriting  affiliate  is  not  "principally  engaged"  (interpreted  by  the 
Federal  Reserve  Board  to  mean  no  more  than  10  percent  of  the  afTiliate's  revenues  shall  be 
derived  from  the  underwriting).  But,  while  the  Fed  has  sanctioned  a  disparate  collection  of 
ineligible  security  underwriting  activities  for  Section  20  affihates,  mutual  funds  have  not  been 
included. 

The  Securities  Industry  Association,  a  trade  group  of  securities  firms,  reports  that  over  the 
last  decade  revenues  from  selling  mutual  funds  to  investors  has  grovm  tenfold.  See:  Laderman 
and  Smith,  The  Power  of  Mutual  Funds,  p.  68.  There  are  reports  that  in  1992,  the  average 
mutual  fund  family  saw  quite  healthy  net  profits  of  between  25  and  30  percent  of  sales.  See; 
Lappen,  Alyssa.    Fund  Follies.    Institutional  Investor,  October  1993.    p.  42. 

For  example,  at  the  1993  meeting  of  the  American  Bankers  Association,  a  survey  revealed 
that  of  the  banks  which  reported  they  were  losmg  general  market  share,  65  percent  reported  that 
they  were  losing  business  to  mutual  funds  Lipin,  Steven.  U.S.  Warns  Banks  on  Failure  to  Comply 
with  Guidelmes  on  SeUing  Mutuals.    Wa// S/ree(  Joumo/,  November  8,  1993.    p.  A16. 

For  example,  see  bank  consultant  Edward  Furash's  comments  in:  Debra,  Cope.  On  the 
Beat.  American  Banker.  December  13,  1993.    p.  16, 

^  For  example,  see:  Zimmermann,  Kim.  Putting  A  Label  on  Mutual  Funds.  United  States 
Banker,  July  1991.    p.  54,  56. 

For  example,  at  the  1993  American  Bankers  Association  convention,  44  percent  of  banks 
surveyed  said  that  selling  mutual  funds  and  insurance  are  high  priorities.  Lipin,  U.S.  Warns,  p 
A- 16. 

^  Klinger.  Douglas.  A  Banker's  Guide  to  Mutual  Funds.  Bankers  Monthly,  December  1992 
p.  19-20 

^  Senior  Financial  Officers*  Survey  on  Retail  Mutual  Funds.  Federal  Reserve  Board  of 
Governors.    May  1993.    p  3. 

^  Meenan,  Peter.  Are  Mutuals  Funds  in  Your  Future?  ABA  Banking  Journal.  April  1990. 
p.  51,  Banks  face  competing  pressures  to  retain  depository  accounts  because  of  the  wide  spreads 
that  presently  exist  between  the  interest  that  they  charge  on  loans  and  the  interest  that  they  pay 
on  depository  accounts. 

'  Wayne,  Leslie.  Investments  Soar  in  Mutual  Funds,  Causing  Concerns.  Wall  Street  Journal, 

September  7,  1993,    p,  Al. 

^^  Lappen,  Alyssa.  Fund  Follies.  Institutional  Investor,  October  1993.  p,  40,  In  addition,  the 
Federal  Reserve's  Survey  of  Consumer  Finance  reports  that,  in  1989,  U.S.  households  held  37 
percent  of  their  financial  assets  in  the  form  of  bank  deposits  and  money  market  funds  By  the 
end  of  1992,  this  percentage  had  dropped  to  31  percent.  During  the  same  period,  the  proportion 
of  financial  assets  mvested  in  long-term  mutual  funds  grew  from  10  percent  to  13  percent.  See: 
Mack,  Recent  Trends  in  the  Mutual  Fund  Industry,  p  1008.  By  spring  1994,  with  the  Fed 
nudging  up  short-term  interest  rates,  the  outflow  of  bank  CD  deposits  appeared  to  have  slowed. 
Jason,  Georgette.  Many  Investors  are  Still  Leery  About  Putting  Money  Into  CDs.  Wall  Street 
Journal,  April  19,  1994.    p   1 

^  Rose.  Sanford,  Meeting  the  Challenge  of  Mutual  Funds.  Journal  of  Retail  Banking,  Fall 
1993.    p.  10. 
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"  Lunt,  Penny.  How  are  Mutual  Funds  Changing  Banks?  ABA  Banking  Journal,  June  1993. 
p.  31. 

By  the  end  of  1993,  the  bank  organizations  with  the  10  largest  proprietary  funds  were.  1) 
PNC  (Pittsburgh)  with  $20  7  billion;  2)  NationsBank  (Charlotte,  North  Carolina)  with  $137 
billion;  3)  BankAmerica  (San  Francisco)  with  $12.9  billion,  4)  Wells  Fargo  (San  Frandsoo)  with 
$S  1  billion;  5)  BankOne  (Columbus,  Ohio)  with  $7  4  billion,  6)  Northern  Trust  (Chicago)  with  $6  9 
billion;  7)  NBD  (Detroit)  with  $5  75  bilhon;  8)  Sute  Street  (Boston)  with  $5  1  billion,  9)  Chase 
Manhattan  (New  York  City)  with  $5  0  billion,  and  10)  Norwest  (Mmneapolis)  with  $4  7  billion. 
Kantrow,  Yvette  Bank-Managed  Funds  Grew  by  34  Percent  in  1993  American  Banker, 
February  9,  1994.    p.  14 

^  Orulli  Associates,     The  Stale  of  the  Bank  Securities  Industry.    Boston,  1993    p  28. 

"  See  Lappen,  Fund  Follies,  p  43  Because  Glass-Steagall  does  not  permit  banks  to 
distribute  the  funds,  they  hire  distributors  to  do  so  Depending  on  the  eitent  to  which  banks 
want  to  integrate  permissible  ancillary  fund  functions  into  their  own  operations,  the  distributor 
will  be  contracted  to  perform  a  varying  range  of  those  ancillary  roles,  including  that  of  transfer 
agent,  custodian,  marketing,  auditing  and  accounting,  and  shareholder  services.  Alternatively, 
banks  may  hire  distributors  to  perform  purely  distribution  oriented  roles,  while  contracting  with 
other  firms  to  perform  some  or  all  of  the  ancillary  services. 

»»Ib,d 

Mutual  fund  shares  that  are  sold  through  brokers,  financial  planners  operating  on 
commission  or  sales  forces,  tend  to  include  a  sales  charge  in  their  offering  price.  Depending  on 
the  fund,  this  "front-end  load"  or  simply  "load"  can  be  as  high  as  8  5  percent  of  the  initial 
investment.  This  charge  is  in  addition  to  a  general  management  fee  which  usually  runs  between 
0.5  and  1.0  percent  of  a  fund's  assets.  In  conjunction  with  or  in  place  of  the  sales  load,  some 
funds  assign  a  fee  based  on  a  percenuge  of  fund  assets  to  underwnte  the  fund's  distribution 
expenses,  mcluding  advertising,  distribution  of  fund  hterature  (such  as  prospectuses  and  annual 
reports),  and  funding  the  brokers  who  distribute  the  funds  These  charges  are  called  12b-l  fees 
and  can  range  between  0  25  percent  and  1  25  percent,  and  are  deducted  from  a  fund's  assets. 
(Contingent  sales  or  back-end  loads  are  paid  to  selling  organizations  or  salespersons  and  can  be  as 
high  as  S  to  6  percent  for  shareholders  who  redeem  their  shares  in  the  first  year,  declining  by  1 
percent  per  year  for  the  first  five  or  six  years  Some  fund  management  companies  charge  exit  fees 
to  cash  out  of  a  fund  or  to  switch  from  one  fund  under  their  management  to  another  fund  under 
their  management 

See:  Hinden,  Stan  Some  Wrongs  that  Become  Rites  Washington  Post,  November  17, 
1993.  p.  03,  and  Lappan,  Alyssa,  Fund  Follies,  p  43  CRS  has  also  come  across  one  rather 
extreme  estimate  that  stock  mutual  funds  may  require  a  minimum  size  of  $500  million  in  assets 
to  be  profitable  The  figure  adds  to  the  general  impression  that  estimating  general  break-even 
sizes  for  mutual  funds  is  far  more  of  an  (imprecise)  art  than  a  science. 

<■    CerulU  Associates,  The  Stale  of  the  Securities  Industry,    p   19-40 

This  relative  youthfulness  may  be  the  underlying  cause  of  scattered  criticism  that  some 
banks  are  plunging  into  proprietary  funds  with  inadequate  investment  management  expertise,  a 
shortfall  which  could  be  particularly  problematic  in  the  event  of  a  mjyor  market  downturn.  In 
fact,  recently,  the  SEC  sanctioned  a  commercial  bank  for  mispricmg  a  money  market  fund  that 
it  managed.  The  regulatory  agency  observed  that  the  bank  failed  to  recognize  a  sharp  decline  in 
the  value  of  the  fund's  bonds  and  criticized  the  bank's  internal  controls  for  failing  to  detect  and 
address  any  wrongdoing  Sczudlo,  Raymond  Mutual  Funds:  Opportunities  and  Risks  Bankers 
Magazine,  March/April  1994    p  26 

How  banks  respond  to  their  unprofitable  proprietary  funds,  however,  may  vary.  Some 
commentary  suggests  that  banks  may  not  have  the  patience  to  wait  5  to  10  years  (as  many  non- 
bank  funds  have  reportedly  been  able  to  do)  for  their  funds  to  evolve  and  grow  and  perhaps 
achieve  some  profiubihty  The  idea  here  is  that  banks  operate  under  comparatively  short-term 
fmancial  pressures,  and  are  not  inclined  to  a  "patient  capital"  mindset  However,  other 
commentary  suggests  that  many  banks  have  developed  proprietary  funds  not  chiefly  for  profit 
considerations,  but  essentially  as  a  means  of  holding  onto  their  customer  base  of  depository 
accounts  who  may  seek  the  poWntially  higher  returns  offered  by  mutual  funds 

*^  Lappan,  Fund  Follies,  p  43 

Hinden,  Some  Wrongs  that  Became  Riles,  p  G3  Individual  funds  within  a  fund  group  may 
be  profiuble  or  unprofitable  A  fund  group  is  profitable  if  its  funds  collectively  have  revenues  in 
excess  of  direct  and  indirect  operational  costs.  With  respect  to  individually  profitable  proprietary 
funds,  some  commentators  have  observed  a  general  hierarchy  of  profiubihty  that  is  largely  a 
function  of  fund  type  For  example,  Sanford  Rose  estimates  that:  1)  profitable  proprietary  money 
market  funds  generally  achieve  spreads  (difference  between  total  costs  and  revenues)  of  2  to  5 
basis  poinu,  profiuble  proprietary  funds  generally  have  spreads  of  around  23  basis  points;  and 
profiuble  fixed  income  (bond)  funds  come  in  at  spreads  of  around  20  basis  points.  See:  Rose, 
Meeting  the  Challenge  of  Mutual  Funds,  p  10  (A  basis  point  is  one-hundredth  of  a  percentage 
point.) 

**  CcruUi  Associates,  The  State  of  the  Bank  Securities  Industry,    p  28 

For  example,  Diane  Goldman,  a  bank  stock  analyst  at  Salomon  Brothers,  has  commented: 

There  were  some  pretty  unreasonable  expecutions  on  the  part  of 
some  bankers  about  how  quickly  they  would  be  able  to  take  the  mutual 
fund  business  by  storm.  (Wooley,  Susan  with  Kelley  Holland  and  Nanette 
Byrnes    Business  Week,  September  5,  1994     p  74.) 

This  situation  has  reportedly  led  to  a  number  of  banks  placing  limits  on  the  number  of  non- 
proprietary funds  that  can  be  sold 
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*^  Between  1970  and  1992,  the  average  front-end  load  fell  from  8.5  percent  to  4.5  percent. 
See     Mack,  Fecmt  Trends  in  the  Mutual  Fund  Industry,    p   1007 

For  example,  see:  Steinmetz,  Greg  and  Sara  Calian.  Fund's  Company  Size  is  Seen  as 
Essential  to  Survival.  Wail  Street  Journal.  May  26,  1994.  p.  CI  While  the  number  of  mutual 
funds  has  steadily  proliferated  over  the  last  several  years,  the  demand  for  various  investor 
amenities  has  also  soared.  These  "amenities'  include  daily  account  reporting,  daily  fund  valuation 
information  by  phone,  technology  which  allows  at-will  transfers  among  the  funds  in  a  family,  and 
remote  customer  services.  These  amenities  contribute  nontrivial  costs  to  fund  operational  coets 
and  add  to  fund  pressures  to  raise  pncee  at  a  time  when  the  growing  number  of  funds  exerts 
downward  pressure  on  pricing. 

For  example,  James  McCormick,   President  of  First  Manhattan  Consulting  Group, 
prognosticates: 

,  .  Over  time  banks  will  own  the  m^onty  of  the  mutual  fund  and  regional  brokerage 
business,  and  this  [Mellon -Dreyf us  |  will  be  viewed  as  one  of  the  first  m^or  steps  in 
that  evolution.  (Rehm,  Barbara  and  Debra  Cope.  Comptroller  Blesses  MeUon*Dr€yfus 
Deal    American  Banker,  May  5,  1994.    p.  1.) 

This  view  is  corroborated  by  SEC  Chairman  Arthur  Levitt  who  has  called  the  merger  a 
precursor  of  future  bank/mutual  fund  marriages,  Still,  other  observers  point  out  that  virtually 
all  of  the  top  mutual  fund  families  are  privately  held  and  have  largely  shown  no  interest  in 
mergers.  For  example,  recently,  new  reports  followed  the  abortive  "hostile  takeover'  attempt  of 
Kemper  Funds  by  General  Electric. 

^  See:  SEC  News  Release  93-55  November  10,  1993  These  misperceptions  are  not  at  all 
confmed  to  bank-marketed  mutual  funds;  the  same  survey  noted  that  36  percent  of  the 
households  thought  that  mutual  funds  which  are  marketed  by  stockbrokers  were  also  insured. 

"  Should  You  buy  Mutual  Funds  from  Your  Bank?  Consumer  Reports,  March  1994.  p.  14fi- 
150. 

^  Ibid.,  p   148 

**  Ibid.  In  February  1994,  the  General  Accounting  Office  (GAO)  embarked  on  an  ambitious 
survey  of  3,400  banks  and  savings  and  loans  institutions.  The  GAO  questionnaire  will  ask  the 
financial  institutions  about  such  issues  as:  whether  they  show  preferential  treatment  for  their 
sales  of  proprietary  funds  over  third-party  funds;  the  types  of  bank  personnel  who  are  allowed  to 
talk  to  customers  about  investment  products;  and  what  customer  disclosures  are  being  provided 
about  investment  products.  GAO  ofTicials  expect  the  results  of  the  survey  to  be  available  in  the 
fall  of  1994.  (See:  Talley,  Karen.  Congress"  Watchdog  Agency  Studying  Fund  Sales  at  Banks. 
American  Banker,  March  1.  1994.    p    1  ) 

^  For  an  overview  of  bank  regulators  and  their  jurisdictional  concerns,  see:  U.S.  Library  of 
Congress.  Congressional  Research  Service.  Commercial  Banking.  An  Analytical  of  its  Regulation 
and  Structure.  Report  No.  92-721  E,  by  F.  Jean  Wells,  William  Jackson  and  M.  Maureen  Murphy. 
Washington,  1992,  17  p.  In  a  recent  survey  of  mutual  fund  investor,  the  Investment  Company 
Institute  (ICI),  the  mutual  fund  trade  association,  found  that  people  who  had  purchased  at  least 
one  fund  from  a  bank  were  more  likely  not  to  be  college  educated  and  more  likely  to  be  a  woman 
than  is  the  average  mutual  fund  investor  However,  the  average  bank  fund  buyers  had  hi^er 
average  incomes  that  did  the  average  mutual  fund  buyer 

"  See  OCC  Banking  Circular  No  274  (July  19,  1993),  letter  from  Richard  SpUlenkothen, 
Director,  Federal  Reserve  Division  of  Banking  Supervision  and  Regulation  on  "Separation  of 
Mutual  Fund  Sales  Activities  from  Insured  Deposit  Taking  Activities"  (June  17,  1993);  FDIC 
Supervisory  Sutement  on  State  Nonmember  Bank  Sales  of  Mutual  Funds  and  AnnuiUes  (October 
8.  1993);  and  OTS  BuUetin  23-1,  "Guidance  on  the  Sale  of  Uninsured  Products*  (September  7, 
1993). 

**  For  example,  the  Fed's  guidelines  asked  banks  to  prohibit  employees  who  assist  customers 
to  open  insured  deposit  accounts  from  any  involvement  in  the  sale  of  mutual  funds.  The  OCC's 
guideUne  allowed  such  employees  to  sell  mutual  funds  if  they  have  received  proper  trammg  to  seU 
the  funds  and  if  their  dual  role  (with  respect  to  the  bank's  insured  products  and  its  mutual  funds) 
is  made  clear  WhUe  the  Fed  advised  banks  to  physicaUy  separate  the  marketing  of  insured 
deposit  accounts  and  mutual  funds,  the  OCC  only  asked  that  banks  "take  steps  to  separate  the 
two  activities." 

^^  Interagency  Statement  on  RetaU  Sales  of  Nondepoait  Investment  Products.  February  15. 
1994. 

^  The  National  AsaocUtion  of  Securities  Dealers  (NASD)  ia  a  nonstock  membership 
organization  formed  under  the  Securities  Act  of  1934  to  act  as  primary  regulator  of  eecuntiee  aold 
in  the  over-the-counter  market,  A  self-regulatory  organization  (SRO),  NASD  has  members  that 
include  securities  broker-dealer  and  underwriters  other  than  commercial  banks  NASD  governs 
its  members  in  trading  poUaes  and  procedures,  listuig  of  new  issues  and  customer  relations,  and 
it  also  licenses  broker-dealers. 
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"  Cope,  Debra  Some  Banks  Fail  to  Make  Fund  Risks  Clear.  American  Banker,  March  1. 
1994,    p   11, 

'^  Prakash,  Snigdha  Other  Regulators  Still  Balking  at  OCC  "Mystery  Shopper"  Program. 
American  Banker.  June  10,  1994.    p   10. 

^'  For  example,  see  the  testimony  of:  John  La  Ware,  Governor,  Board  of  Governors,  Federal 
Reserve  Board  System  (page  103);  Eugene  Ludwig,  Comptroller  of  the  Currency  (page  127) ,  and 
R.  Scott  Jones,  representing  the  American  Bankers  Association  (page  29)  from:  U.S.  Congress. 
House  Subcommittee  on  Financial  Institutions  Supervision,  Regulation  and  Deposit  Insurance 
of  the  Committee  Banking,  Finance  and  Urban  Affairs.  Bank  Sales  of  Mutual  Funds  Hearing, 
March  8,  1994  103rd  Congress,  2nd  Session  Washington,  G  P.O  ,  1994  (Hereinafter  called  the 
Bank  Sales  Hearing) 

^  U.S.  Congress.  House.  Subcommittee  on  Oversight  and  Investigations  of  the  Committee 
on  Committee  on  Energy  and  Commerce  Proposed  Mellon-Dreyfus  Merger.  Hearing,  March  2  and 
3  1994  103rd  Congress.  2nd  session  Washington,  G  P  O  ,  1994.  p.  406  (Hereinafter  called 
Mellon-Dreyfus  Hearing) 

^  March  1,  1994  memorandum  from  the  Hon.  John  Dingell  to  Members,  Subcommittee  on 
Oversight  and  Investigation.    Mellon-Dreyfus  Hearing,    p.  405. 

^  OCC  Weighing  New  Regulatory  Options  in  Response  to  Surging  Sales  of  Funds  Daily 
Executiue  Report.  March  4,  1994  p  A-24  The  germane  language  in  the  guidelines  that  relate  to 
the  issue  of  enforceability  is  ".  .  .  Failure  of  a  depository  institution  to  establish  and  observe 
appropriate  policies  and  procedures  consistent  with  this  Statement  in  connection  with  sales 
activities  involving  nondeposit  mvestment  products  will  be  subject  to  criticism  and  appropriate 
regulatory  action." 


"  House  Banking  Subcommittee  Considers  Need  for  Legislation  on  Bank  Fund  Sales.  Daily 
Report  for  Executives,  March  3,  1994.    p.  A- 18. 


'°    OCC  Reaches  Agreement  with  NASD  on  Testing  Bank  Employees,  Ludwig  Says.    Daily 
Report  for  Executives.    September  28,  1994.    p.  A-19. 

■"  Statement  of  Chris  Lewis,  director  of  Banking  and  Housing  Policy  for  the  Consumer 
Federation  of  America  in  the  Mellon-Dreyfus  Hearing,    p.  71. 

'"  Op  cit  (page  255): 

So  what  happens  to  an  elderly  consunier  when  she  walks  in  to  the  bank  seeking 
a  safe  place  for  the  $50,000  she  has  just  earned  in  the  sale  of  her  house'  Does  the 
teller  -  with  the  thoughts  of  a  referral  fee  at  hand  -  urge  her  to  forego  government 
insurance  and,  instead  invest  in  some  of  those  nice  securities  being  sold  at  the  desk 
across  the  lobby? 

"  American  Bankers  Association,  et  al     Retail  Investment  Sales  -  Guidelines  for  Banks 
February  1994    p.  v. 

"  Ibid. 

"  Talley,  Karen.    NASD  to  Provide  Guidelines  For  Banks'  Mutual  Fund  Sales    American 
Banker,  June  10,  1994     p   16 

"  Remarks  of  Congressman  Charles  B  Schumer.   Bank  Sales  Hearing,   p.  78-79. 
"  Ibid.,    p.  80-81. 

"  Testimony  of  R.  Jones  Scott  on  Behalf  of  the  American  Bankers  Association  at  the  Bank 
Sales  Hearing,   p.  22-23 

■"   Testimony  of  Jonathan  Fiechter,  Acting  Director,  Office  of  Thrift  Supervision  in  Bank 
Sales  Hearing,    p.  143-145. 

«»  Testimony  of  Jonathan  Fiechter,  Acting  Director,  OfTice  of  Thrift  Supervision  in  the  Bank 
Sales  Hearing,    p.  144 

«'  Testimony  of  Philip  Feigin,  Securities  Commissioner  of  Colorado  and  President  Elect  of 
NASAA.   Bank  Sales  Hearing,   p.  9. 
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FDIC  Acting  Chairman,  Andrew  Hove,  Jr.  stated: 

The  FDIC  has  resisted  developing  detailed  regulations  of  this  type  (H.R.  3306) 
up  to  this  point  because  of  the  broad  and  varied  nature  of  the  products  to  be  covered, 
the  fact  that  bank  programs  are  new  and  evolving,  and  our  desire  to  allow  the  private 
sector  to  develop  product  Imes  and  programs  desired  by  bank  customers  so  long  as 
certain  important  principles,  such  as  safe  and  sound  operations  and  avoidance  of 
potential  customer  confusion,  are  assured.  .  ,    Bank  Sales  Hearing  (p.  14) 


Statement  of  R-  Scott  Jones  on  behalf  of  the  American  Bankers  Association.  Bank  Sales 
Hearing  p  24-26 

"Ibid. 

"  Cope.  Debra.  With  Rules  in  Flux,  Banks  are  Wary  on  Names  for  Funds  American  Banker, 
November  8,  1994    p.  29 

*^  The  role  played  by  regulatory  inadequacies  in  the  savings  and  loan  problems  of  the 

19808  has  received  varying  interpretations.  For  example  m:  Pizzo,  Stephen  with  Maiy  Fricker 
and  Paul  Moulo  Inside  Job.  New  York,  Harper  Perennial  1991,  the  authors  observe  that  the 
legislative  deregulation  of  the  industry  helped  foster  an  environment  in  which  many  savings  and 
loan  officials  were  guilty  of  either  stretching  the  law  or  committing  outright  fraud  significantly 
contributing  to  the  billions  of  dollars  m  losses  for  the  industry.  The  authors  contend  that 
significantly  abetting  the  many  violations  was  a  lax  and  unresponsive  attitude  on  the  part  of  the 
industry's  regulators  (p.  28-29).  However,  another  book  (Pierce,  James  The  Future  of  Banking, 
New  Haven,  Twentieth  Century  Fund,  1991)  takes  a  somewhat  more  sympathetic  view  of  the 
regulators  The  book  acknowledges  the  critical  role  played  by  regulatory  ineptitude  and  laxity  in 
the  thrift  crises,  but  also  observes  that  the  legislative  deregulation  of  the  industry  m  the  early 
1980s  made  thrifts  into  far  more  complex  institutions  —  both  in  the  fmancial  products  offered  to 
consumers  and  the  types  of  investments  that  they  could  make.  These  institutional  complexities 
were  said  to  be  so  daunting  that  both  quantiutively  and  qualitatively  they  overwhelmed  the  thrift 
regulators,  largely  weaned  in  an  era  of  far  less  complex  savings  and  loans. 

»»DmgeU,John.  Securities  Regulation  EquaUty  Act  of  1993.  Con«res«omi(  fiecorrf  November 
10  1993  P  E2845-E2846.  Note:  Chairman  DingcU  has  signed  on  as  a  co-sponsor  ot  H  K.  «utj. 
However  he  has  given  conditional  support  for  it  and  views  the  legislation  as  a  secondarfy 
important  complement  to  H.R.  3447  smce  he  sees  functional  regulation  of  bank  securities 
activities  as  a  far  more  critical  need 

»»  Testmiony  of  Arthur  Levitt,  Chairman  of  the  SEC.   MeUon-Dreyfus  Heanng.  1994.    p.  5. 

9"  Ibid. 

"  Bank  Regulators  Defend  Mutual  Fund  Sales  Oversi^t  to  House  Subcommittee.  Da.ly 
Report  for  EiecuHves,  April  15,  1994,    p  A-29 

»2lbid. 

»»  Ludwig  Says  Bank  Repilators,  Not  SEC  Should  Oversee  Bank^old  Funds  Da.ly  Report 
for  Executives.  June  7,  1994.    p,  A-9. 

9S  This  is  identified  as  12  USC  1818. 

^  OCC  Weighing  New  Repilatoty  Options  in  Response  to  Surging  Sales  of  Funds.    Daily 
Report  for  Executives.  March  4,  1994.   p.  A-24. 

.    „t„HR  IM?  on  the  part  of  the  banking  industry. 
"   In  a  break  with  the  general  opp<«.t.on  "  "  f  r^^,""  ^^^^^^  merged  with  the  large 

Hearing  on  H  R.  3447,  p.  143 

».  Bank  Regulators  Defend  Mutual  Fund  Sales  to  Oversight  House  Securities  Committee. 
Daily  Report  for  Executives.  April  15,  1994     p.  A-29-A-30 


140 


Talley,   Karen.      House,  Senate  Wrestle  Over  Fund  Regulation.     American  Banker 
November  16,  1993.    p.  12 

""  Ibid. 


Testimony  of  Arthur  Levitt.    Hearing  on  Mellon-Dreyfus,    p.  17-19. 

'<»  Ibid 

'  Oral  Statement  of  Mathew  P  Fink,  President  of  the  Investment  Company  Institute. 
Hearing  on  H  R  3447  p  235 

"'^  The  aggressiveness  of  SEC  enforcement  during  the  1980s  in  cases  such  as  Drexel  Bumham 
Lambert  may  have  been  less  a  function  of  an  entrenched  institutional  "aggressiveness"  at  the 
agency  and  more  a  function  of  the  personality  of  Gary  Lynch,  head  of  the  SEC's  enforcement 
division  during  that  time.  In  fact,  the  enforcement  division  under  Mr.  Lynch  is  described  as 
aggressively  going  after  Drexel  Bumham  Lambert  despite  SEC  Chairman  John  Shad's  "beneficent 
view"  of  the  company  and  its  principal,  Michael  Miliken.  This  perspective  comes  from  a  well- 
received  treatment  of  the  relationship  between  the  SEC  and  Wall  Street  in  the  1980s:  Vise,  David 
and  SUve  Coll.   EagU  on  the  Street.    New  York.  Collier  Books,  1991.    p.  360-362. 

"*  These  include:  (1)  loans  to  insiders  that  exceed  allowable  loan  limits;  (2)  loans  to  insiders 
with  preferential  terms;  (3)  failure  to  maintain  required  records;  (4)  failure  to  obtain  required 
bank  board  approval  for  loans;  and  (5)  overdraft  payments  exceeding  allowable  limits. 

'*'*U.S.  General  Accounting  Office.  Bank  Insider  Activities:  Insider  problems  and  Violations 
Indicate  Broader  Management  Deficiencies.  Washington,  GPO,  1994.  p  47-48.  Cited  in  Oral 
tatement  of  Mathew  P  Fink.    Hearing  on  H  R  3447    p.  236 

""  For  example,  sec:  Oral  Statement  of  Mathew  Fink  Hearing  on  H.R.  3447.  p.  239. 
Comptroller  Ludwig  has  acknowledged  that  institutional  regulation  with  its  multiple  bank 
regulators  can  lead  to  the  promulgation  of  inconsistent  standards  for  the  same  kinds  of 
investment  products.  However,  he  contends  that  this  is  a  problem  that  can  be  worked  out. 
Ludwig  Says,  p  A-9. 

'  '^  Ibid.  For  a  discussion  of  the  initiatives  to  consolidate  the  bank  regulators,  see:  U.S. 
Library  of  Congress.  Congressional  Research  Service.  Bank  Regulatory  Agency  Consolidation 
Proposals:  A  Structural  Analysis;  An  Issue  Overview  Report  No.  94-256  E,  by  F.  Jean  Wells  and 
William  Jackson.    Washington,  1994   6,  p 

'"   October  1994  conversations  between  CRS  and  SEC  officials. 

"^  Financial  Support  Provided  to  Proprietary  Funds  by  Bank  Holding 
Companies.  Board  of  Governors  of  the  Federal  Reserve  System  Staff  Paper, 
October  17,  1994.   p.  1-6. 

"'  For  example,  see:  Greenspan  Says  Seven  BHCs  Propped  Up  Mutual 
Fund  Due  to  Structured  Notes.  Daily  Report  for  Executives,  October  21,  1994. 
p.  A-13. 
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mRSTEN    A     uLLMA 


StanlEt   T.   RAOGE— 
or  COUNSEL 


Re:   Hearing  by  the  Senate  Committee  on  Aging 

We  are  representing  both  bank  customers  and  bank  brokers.  The 
Senate  Committee  is  examining  a  crisis  in  which  thousands  of 
banking  customers  have  been  mislead  and  injured  by  the  banking 
institutions  with  which  they  have  entrusted  their  life  savings. 

Banks  have  recently  been  permitted  to  manage  mutual  funds,  and 
to  sell  shares  of  these  mutual  funds  to  their  bank  customers,  on 
the  bank  premises.  For  banks,  this  new  market  presents  a 
potentially  huge  source  of  profits  —  the  management  fees  they 
receive  for  operating  the  mutual  funds  are  directly  related  to  the 
asset  size  of  the  fund  —  the  more  money  in  the  fund,  the  higher 
the  bank's  management  fee.  Also,  the  banks  have  established 
securities  divisions  to  sell  the  mutual  fund  shares  to  their 
customers,  and  receive  large  commissions  for  doing  so. 
Unfortunately,  these  banks  target  all  their  sales  efforts  at  one 
audience  -  their  customers,  and  in  their  zeal  to  enter  this  market, 
some  banks  are  using  sales  tactics  which  are  harming  their  banking 
customers. 

Bank  customers  —  particularly  those  who  remained  in  low- 
yielding  CD's  during  the  interest  rate  slump,  are  ultra- 
conservative  and  extraordinarily  risk  averse.  The  banks  employ  a 
variety  of  tactics  designed  to  confuse  the  bank  customer  as  to  the 
real  nature  of  the  new  products  offered,  and  mislead  them  into 
believing  the  new  products  are  guaranteed  or  insured.  For  example: 

(1)  advertisements  for  the  securities  products  are  strewn 
liberally  throughout  the  deposit  area  of  the  bank,  alongside 
information  on  traditional  bank  insured  products; 

(2)  persons  who  are  obviously  bank  employees  advise  the  bank 
customers  to  consult  with  an  "investment  officer"  of  the  bank 
regarding  alternatives  to  low-yielding  bank  CD's; 

(3)  The  investment  officer  is  indistinguishable  from  any  bank 
employee,  and  indeed,  conducts  all  his  business  from  the  same 
location  used  to  conduct  traditional  bank  business. 

The  banks  also  use  solicitation  techniques  designed  to  confuse 
their  customers.  For  example,  the  bank  often  provides  confidential 
information,  such  as  the  dollar  value  of  bank  accounts  and  the 
dates  of  CD  maturities,  to  the  securities  sales  force.  The  bank 
customer  then  receives  a  phone  call  or  letter  regarding  his 
maturing  CD  or  his  sizable  bank  balance,  advising  him  to  contact  a 
bank  investment  officer  to  discuss  more  profitable  uses  of  his 
money.  In  another  frequently-used  tactic,  bank  employees,  such 
as  branch  managers,  telephone  or  write  the  bank  customer  and  advise 
him  to  contact  the  investment  officer  regarding  alternatives  to 
CD's.  The  customer's  automatic  association  with  the  bank  is  thus 
reinforced. 

To  aggravate  the  customer's  confusion,  the  bank's  securities 
division  and  the  securities  products  offered  often  have  naunes  which 
are  very  similar  to  the  name  of  the  bank.  Some  banks  thus  do 
everything  they  can  to  create  and  exploit  the  customer's 
association  of  the  securities  salesmen  and  the  securities  products 
with  the  bank.  The  banks  and  the  securities  sales  force  know  that, 
and  encourage,  the  bank  customers  to  associate  anvthinq  offered  by 
the  bank  with  safety,  conservatism,  and  FDIC  insurance.  In  this 
atmosphere  of  confusion,  the  bank  customers  are  solicited  to 
purchase  securities.  These  securities  are  presented  as  reasonable 
alternatives  to  CD's,  but  offering  higher  rates  of  return  than  the 
bank  otherwise  paid. 


142 


Unfortunately,  the  customer  often  receives  an  inadequate 
explanation  of  the  tremendous  distinctions  between  traditional 
bank-guaranteed  or  FDIC-insured  products,  and  the  market-sensitive 
securities.  The  securities  expose  the  customer  to  many  fees  and 
risks  not  associated  with  traditional  bank  products.  For  example: 

(1)  In  a  mutual  fund  the  principal  investment  is  in  no  way 
guaranteed,  assured,  or  safeguarded  by  the  bank  or  the 
government,  but  rather,  is  sensitive  to  changing  market 
conditions  beyond  the  control  of  the  bank  or  the 
customer,  and  could  easily  fall  in  value; 

(2)  Despite  the  fact  that  the  customer  purchases  the  security 
at  the  same  location  he  previously  made  savings  account 
deposits,  or  purchased  CD's,  the  security  is  not  insured 
by  the  FDIC  or  guaranteed  by  the  bank; 

(3)  An  affiliate  of  the  bank  receives  a  percentage  of  the 
value  of  the  mutual  fund  as  payment  for  managing  the 
fund,  and  this  payment  is  made  regardless  of  the  fund's 
performance; 

(4)  The  mutual  fund  securities  involve  large  selling 
commissions,  often  as  high  as  6%,  and  this  amount  comes 
directly  from  the  customer's  investment  principal; 

(5)  Regardless  of  the  performance  of  the  mutual  fund,  the 
customer  can  often  not  sell  his  shares  without  incurring 
a  substantial  loss,  or  be  subjected  to  deferred  sales 
charges; 

(6)  The  bank  employee  who  referred  the  customer  may  receive 
a  generous  commission  or  bonus  when  the  customer  buys  the 
mutual  fund  shares;  and 

(7)  Once  the  customer  purchases  the  securities,  the  bank  and 
its  securities  division  do  everything  possible  to  lull 
the  customer's  continuing  belief  that  what  he  purchased 
is  in  fact  related  to  the  bank.  Thus,  for  instance, 
confirmation  slips  and  account  statements  do  not  clearly 
advise  the  customer  that  his  investment  is  not  insured  or 
guaranteed  by  the  bank.  Also,  the  bank  often  arranges 
paperless  transfers  of  money  to  purchase  dividends,  and 
even  withdrawals  from  the  securities  account. 

Customers  do  not  realize  the  injury  they  have  suffered  until 
their  account  statements  reveal  that  their  principal  investment 
could,  and  in  fact  does,  fluctuate  in  value.  Bank  customers  whose 
primary  concern  is  safety  of  principal  are  unprepared  to  witness 
any  change  in  its  value.  However,  when  they  complain  to  the  bank 
or  the  bank's  securities  division,  they  often  find  for  the  first 
time  that  if  they  sell  the  mutual  fund  shares,  they  would 
automatically  incur  a  large  deferred  sales  charge  and  or  large 
loss. 

Compounding  these  problems  is  the  fact  that  the  banks  have 
largely  been  allowed,  by  the  various  banking  and  securities 
regulators,  to  police  themselves  in  their  sales  of  securities. 
Historically,  neither  the  OCC,  the  Federal  Reserve  Board,  nor  the 
SEC  have  subjected  the  bank's  securities  activities  to  any 
meaningful  scrutiny.  Unfortunately,  customers'  complaints  to  the 
bank  and  the  brokerage  division  go  unheeded,  as  the  bank  often 
sends  a  standard  response  to  its  customers  that,  in  the  brokerage's 
opinion,  the  customer  has  been  fully  advised  as  to  the  nature  of 
his  investment.  The  fact  that  so  many  bank  customers  have  been 
astonished  to  learn  that  their  principal  is  at  risk,  however,  is 
clear  evidence  that  in  fact,  the  customers  are  not  fully  advised  of 
the  nature  of  the  investment.  The  attention  of  the  Senate 
Committee  has  now  been  focused  on  this  injury. 
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EXECUTIVE  SUMMAJRT 


Working  together,  the  nation's  six  banking  trade  associations  have  prepared  volun- 
tar>'  guidelines  for  bank  retail  sales  of  mutual  fiinds  and  other  nondeposit  investment 
products.  The  guidehnes  are  intended  to  complement  the  four  separate  sets  of 
guideUnes  and  policies  issued  by  the  bank  regulators  in  1993. 

The  guidelines  explain  how  to  put  many  of  the  regulators'  recommendations  into 
action.   They  address  the  appropriate  setting  and  circumstances  for  bank  sales  of 
nondeposit  investment  products  and  suggest  proper  disclosure  pohcies  for  commu- 
nicating the  uninsured  nature  of  these  products  to  customers,  the  extent  to  which 
certain  employees  may  become  involved  in  such  transactions,  acceptable  employee 
quahfications  and  training,  and  a  number  of  other  important  considerations. 

The  Purpose 


By  drafting  guidelines  in  this  area,  the  six  trade  associations  intend  to  accomplish 
four  primary  results: 

I.  Enhance  Customer  Protection 

These  guidehnes  demonstrate  the  banking  industry's  commitment  to  making  its 
customers  aware  that  mutual  funds  are  not  FDIC-insured.  They  place  a  strong 
emphasis  on  oral  and  written  disclosure  and  on  ways  to  help  customers  understand 
the  uninsured  nature  of  investment  products. 


2.  Complcvtcnt  Rcjfulatory  Policy 

These  guidehnes  complement  the  four  separate  pohcies  adopted  by  the  regulators. 
The  regulators'  pohcies  are  not  identical;  one  set  of  guidelines  that  will  cover  all 
banks  and  thrifts  would  be  helpful. 


3.  Help  Banks  Comply 

These  guideUnes  can  assist  banks  in  complying  with  their  regulators'  requirements. 
For  example,  banks  need  to  develop  internal  pohcies  and  procedures  regarding  bank 
retail  sales  of  nondeposit  products.  The  industry  guidelines  are  designed  to  help 
banks  do  that  by  raising  issues  that  must  be  considered. 


4.  Encourage  Training  and  Qualifications 

The  industry  guidelines  suggest  appropriate  training  and  quahfications  for  bank  sales 
personnel.  Training  and  quahfications  should  be  incorporated  into  bank 
pohcies  and  procedures. 


Summaxy 


Oral  and  Written  Disclosure 

Customers  should  be  informed  both  orally  and  in  writing  at  the  rime  of  account 
opening  or  inirial  purchase  of  a  nondeposit  investment  product  that  such  products — 

•  are  not  bank  deposits, 

•  are  not  obhgations  of,  or  guaranteed  by,  any  bank, 

•  are  not  insured  or  guaranteed  by  the  Federal  Deposit  Insurance  Corporation  or 
any  other  government  agency,  and 

•  involve  investment  risk,  including  the  possible  loss  of  principal. 

Signed  Disclosure 

The  regulators  have  stressed  the  importance  of  keeping  customers  fiilly  informed  of 
the  nature  of  nondeposit  investment  products.  The  industry's  guidehnes  provide  a 
sample  form  acknowledging  that  the  customer  has  read  and  understands  the  written 
disclosures. 
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Advertising  and  Promotion 

All  advertising  and  promotional,  marketing,  and  sales  materials  should  contain 
conspicuous  and  prominent  notice  of  the  uninsured  nature  of  such  investment 
products.  In  order  to  be  conspicuous  and  prominent,  the  disclosures  should  be 
appropriately  placed  and  in  appropriate  style  and  size  of  type  so  that  the  disclosures 
will  not  escape  the  customer's  attention.  For  example,  disclosures  are  not  conspicu- 
ous and  prominent  if  they  are  lost  in  the  middle  of  a  multi-page  document  or  if  they 
are  in  t>'peface  that  is  too  small  relative  to  the  other  typefaces  used  in  the  document. 

Location 

Sales  of  nondeposit  investment  products  that  occur  in  a  bank  should,  to  the  extent 
permitted  by  space  and  personnel  considerations,  take  place  in  areas  that  are  physi- 
cally separate  and/or  distinct  from  routine  deposit-taking  activities.  Signs  and/or 
some  other  means  may  be  used  to  disdnguish  any  investment  sales  area  from  the 
areas  where  rouune  retail  deposit-taking  functions  occur. 


Setting  and  Circumstances 

Employees  acdng  as  tellers  should  be  prohibited  from  selling  nondeposit  investment 

products  and  from  offering  investment  advice  regarding  such  products.  Tellers  may 
refer  customers  to  the  appropriate  location  and/or  individual  in  the  bank  and  may 
respond  to  customer  questions  regarding  general  procedures  for  purchasing 
nondeposit  investment  products  from  the  Designated  Sales  Representative  ("DSR"). 

Nondeposit  investment  products  should  be  sold  only  by  qualified  personnel  (for 
example,  properly  trained  bank  employees,  registered  representatives,  or  licensed 
annuities  salespersons).   Investment  advice  should  be  given  only  by  qualified,  and  if 
required,  licensed  personnel. 


Employee  Qualifications  and  Training 

Bank  management,  DSRs,  and  audit  and  comphance  personnel  involved  with  the 
bank's  investment  product  program  should  demonstrate  competence  appropriate  to 
the  function  or  responsibihties  assigned  to  them  by  the  bank's  retail  investment 
policies  and  procedures. 

When  appropriate  and  possible,  DSRs  should  obtain  an  appropriate  NASD  hcense, 
such  as  a  Series  6  or  7.  A  NASD  license  equivalency  certificate  may  also  be  appro- 
priate. Furthermore,  the  guidelines  state  that  background  checks  for  all  new  DSRs 
who  will  be  engaged  in  the  offering  and/or  sale  of  nondeposit  investment  products 
are  strongly  recommended.  Reviews  of  new  employees  with  previous  securities  or 
insurance  industry  experience  should  include  a  check  with  appropriate  authorities  for 
prior  disciplinary  actions. 

Industry  trade  groups  should  assist  their  members  in  obtaining  appropriate  training 
in  the  sale  of  nondeposit  investment  products. 

Ernployee  Compensation  and  Refrrral  Fees 

Suitabihty,  not  compensation,  should  guide  sales  of  nondeposit  investment  prod- 
ucts. Compensation  for  the  sale  of  nondeposit  investment  products  should  be 
structured  to  avoid  incenring  the  sale  of  unsuitable  products.  DSRs  should  be  free 
to  offer  customers  a  choice  of  investment  products  that  provide  different  levels  and 
types  of  compensation.  However,  sales  personnel  should  not  favor  or  disfavor  the 
sale  of  a  particular  investment  company,  group  of  investment  companies,  or  insur- 
ance company  product  based  solely  on  receipt  of  brokerage  commissions  or  other 
incentives. 

Compensation  to  tellers  and  other  bank  employees  for  referrals  is  permissible  but 
should  not  be  based  on  the  success  of  the  referral  in  generating  a  sale  of  a 
nondeposit  investment  product. 
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Bank  Management  and  Board  of  Directors  OverHgbt 

A  bank  should  establish  and  maintain  written  policies  and  procedures  regarding 
retail  sales  of  nondeposit  investment  products.  Such  policies  and  procedures  should 
encompass  third-party  and  affiliated  vendor  sales,  sales  of  proprietary  products,  and 
sales  of  both  third-party  and  proprietary  products  by  bank  personnel,  as  applicable. 

Bank  management  should  establish,  maintain,  and  enforce  a  system  to  manage  its 
retail  investment  activities  and  those  DSRs  involved  with  offi:ring  nondeposit  invest- 
ment products  to  the  retail  public.  Such  a  system  should  be  reasonably  designed  to 
achieve  compliance  with  applicable  banking,  securities,  and  insurance  laws  and 
regulations.  Final  responsibility  for  proper  oversight  should  rest  with  bank  manage- 
ment. 

A  compliance  program,  independent  of  investment  product  sales  and  management, 
should  be  established.  The  program  should  be  capable  of  verifying  compliance  with 
appUcable  laws. 


SCOPE  OF  COVERAGE 

These  guidelines  apply  to  domestic  retail  sales  of  nondeposit  investment  products 
(including  marketing  and  promotional  activities)  to  individuals  by  or  through  any 
FDIC-insured  depositor^'. 

FDIC-Insured  Depository 


This  term  includes  FDIC-insured  commercial  banks,  savings  banks,  and  savings 
associations  (hereafter  referred  to  collectively  as  "bank").  Thus,  these  guidehncs 
cover  retail  sales  (including  marketing  and  promotional  activities)  by  employees  of 
such  banks,  whether  made  on  or  off  the  premises  of  the  depository.  This  also  in- 
cludes retail  sales  (including  marketing  and  promotional  activities)  conducted  by 
employees  of  the  bank  by  telephone.  :hrough  the  mail,  or  at  the  residence  or  place 
of  business  of  the  prospective  customer. 

Bank-Related  Sales 


These  guidelines  apply  to  domestic  retail  sales  (including  marketing  and  promo- 
tional activities)  by  employees  of  corporate  entities  related  to  the  bank.  Rjclated 
corporate  entities  include  afEliates  as  defined  in  the  Bank  Holding  Company  and 
Savings  and  Loan  Holding  Company  Acts.  Related  corporate  entities  also  include 
companies  that  pay  to  the  bank  or  its  employees  a  direct  monetary'  benefit  or  other 
compensation  for  the  purpose  of  selling  nondeposit  investment  products  to  bank 
customers.  For  example,  third-part>'  networking  arrangements  are  included  in  this 
category.  The  guidelines  govern  retail  sales  by  all  such  entities  and  their  employees 
where  the  sale  occurs  on  the  premises  (bank  floor/lobby)  of  the  bank,  results  fi-om  a 
telephone  call  or  written  communication  initiated  fi-om  the  premises  of  the  bank,  or 
results  fi-om  a  solicitation  of  bank  retail  deposit  customers. 

On  the  other  hand,  these  guidelines  do  not  apply  to  retail  sales  conducted  through 
bank  affihates  where  the  sale  docs  not  occtir  on  or  through  bank  premises  or  other- 
wise has  not  resulted  fi-om  solicitations  directed  to  retail  defKJSit  customers  of  the 
bank.  These  guidelines  are  intended  to  work  in  tandem  with  the  rules  of  the  Securi- 
ties and  Exchange  Commission  ("SEC")  and  the  National  Association  of  Securities 
Dealers,  Inc.  ("NASD"),  to  the  extent  those  rules  are  applicable.  Special  attention 
should  be  given  to  NASD  Notice  to  Members  93-87,  December  1993. 
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Designated  Sales  Representative 

Designated  Sales  Representatives  ("DSRs")  are  personnel  who  are  authorized  and 
qualified  to  sell  nondeposit  investment  products.  As  such,  a  DSR  can  be  a  properly 
trained  bank  employee,  a  registered  representative,  or  a  licensed  annuities  salesperson. 

Nondeposit  Investment  Products 

These  guidelines  apply  to  the  retail  sale,  promotion,  and  marketing  of:  mutual 
funds,  annuities,  commercial  paper,  securities  (including  bank  and  bank-affiliated 
securities),  and  all  other  investment  products  not  insured  by  the  Federal  Deposit 
Insurance  Corporation  ("FDIC").  These  guidelines  do  not  apply  to  United  States 
savings  bonds. 


Retail  Sales 


These  guidelines  apply  to  sales  to  individuals.  Such  sales  are  defined  as  "retail  sales" 
and  include  promotional  and  marketing  activities  that  are  aimed  at  either  deposit 
customers  or  the  general  public.  Excluded  fi-om  the  coverage  of  these  guidelines 
are  the  following: 

Sales  to  sophisticated  customers.  These  guidelines  do  not  apply  to  "sophisti- 
cated" customers.  Such  customers  are  defined  to  mean:  institutional  investors; 
individuals  with  a  net  worth  or  individuals  who  with  their  spouse  have  a  joint  net 
worth  exceeding  SI  million;  and  individuals  with  net  income  of  $200,000  in  each  of 
the  two  most  recent  years  or  who  with  their  spouse  have  joint  income  in  excess  of 
5300,000  in  each  of  those  years  and  who  have  a  reasonable  expectation  of  reaching 
the  same  income  level  in  the  current  year. 

Large  denomination  products.  Sales  of  large  denomination  bankers'  accep- 
tances, commercial  paper/master  notes,  repurchase  agreements,  variable  rate  de- 
mand notes,  or  other  money  market  instruments,  whether  or  not  issued  or  guaran- 
teed by  the  insured  depository  or  its  affiliates,  are  not  covered  by  these  guidelines. 
Such  investments  are  recognized  by  the  federal  regulators  as  being  sold  to  sophisti- 
cated investors,  owing  to  their  large  minimum  denominations,  and  are,  conse- 
quendy,  not  deemed  to  be  "retail"  in  nature. 

Fiduciary  activities.  Sales  to  fiduciary  accounts  (that  is,  where  the  bank  exer- 
cises substantial  investment  discretion)  are  not  covered  by  these  guidelines  but  are 
covered  by  applicable  fiduciary  laws. 


APPLICABLE  LAW  AND 
REGULATION 


Bank  retail  sales  of  nondeposit  investment  products  are  regulated  at  both  the  federal 
and  state  levels  under  several  different  regulatory  schemes.  The  following  is  an 
attempt  to  briefly  outline  applicable  law  and  regulation.  This  outline  is  not  a  substi- 
tute for  advice  of  counsel.  Competent  legal  counsel  should  be  consulted  before 
embarking  on  any  program  offering  nondeposit  investment  products  to  the  retail 
market. 


Securities 


Retail  sales  of  securities  by  national  banks  are  subject  to  the  rules  and  regulations  of 
the  Office  of  the  Comptroller  of  the  Currenq'  ("OCC").  Retail  sales  of  securities 
by  state-chartered  members  of  the  Federal  Reserve  System  or  by  insured  state- 
chartered  non-FED  member  banks  are  regulated  by  the  Federal  Reserve  Board 
("FED")  or  by  the  FDIC,  respectively.  Retail  sales  of  securities  by  federally- char- 
tered and  insured  state-chartered  savings  associations  are  regulated  by  the  Office  of 
Thrift  Supervision  ("OTS"). 

All  banks  and  bank  affiliates  that  engage  in  the  retail  sale  of  securities  arc  subject  to 
the  antifraud  provisions  of  the  federal  securities  laws.   For  these  purposes,  the  federal 
securities  laws  include  the  Securities  Act  of  1933,  the  Securities  Exchange  Act  of 
1934,  the  Investment  Advisers  Act  of  1940,  and  the  Investment  Company  Act  of 
1940. 
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Should  a  bank  employ  a  third-party  broker -dealer  or  even  a  bank-affiliated  broker- 
dealer,  the  broker-dealer's  activities  would  be  subject  to  the  jurisdiction  of  the  SEC, 
as  well  as  a  securities  self- regulator)'  organizarion  such  as  the  NASD  or  the  New 
York  Stock  Exchange  ("Ki'SE").  Thus,  for  example,  retail  sales  of  securiues  by 
third-party  broker-dealers  on  the  premises  of  a  national  bank  could  be  subject  to  the 
rules  and  regulations  of  the  OCC,  the  SEC,  the  NASD,  and/or  the  m'SE. 

Finally,  and  not  to  be  overiooked,  are  state  banking  and  securities  laws.  While  the 
Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991  ("FDICIA") 
provides  that,  without  prior  FDIC  approval,  state-chartered  banks  could  not  engage 
as  principal  in  activities  prohibited  to  national  banks,  it  is  conceivable  that  state 
banking  laws  could  prohibit  state-chanered  banks  from  engaging  in  certain  activities 
permitted  for  national  banks.  In  addition,  state  securities  laws  must  also  be  consulted. 

Annuities 

Annuities  are  financial  instruments  that  may  also  be  deemed  to  be  either  an  insur- 
ance product  and/or  a  security'  product,  depending  upon  the  specific  law  applicable 
and  the  nature  of  the  annuity  contract.  Generally,  variable  annuities  arc  considered 
securities,  and  fixed-rate  annuities  may  be  considered  either  financial  instruments  or 
insurance  products;  however,  legal  counsel  should  be  sought  if  there  is  any  question 
in  making  this  determination  or  in  identifying  applicable  Ucensmg  requirements. 

In  this  last  regard,  special  care  should  be  used  when  the  bank  involved  is  federally- 
chartered  to  ensure  whether  federal  law,  as  applied  by  the  appropriate  federal  regula- 
tory agenc\',  is  consistent  with  or  preempts  state  law.  Again,  consultation  with  legal 
counsel  is  recommended. 


LOCATION  OF  SALES 

To  foster  customer  understanding  that  nondeposit  investment  products  are  not 
FDIC-insured,  this  and  the  following  section  on  Setting  and  Circumstances  are  to 
be  read  together. 

General 


Sales  of  nondeposit  investment  products  that  occur  in  a  bank  should,  to  the  extent 
permined  by  space  and  personnel  considerations,  take  place  in  areas  that  are  physi- 
cally separate  and/or  distinct  from  routine  retail  deposit-taking  activities  regardless 
of  whether  the  sales  are  made  by  bank  employees,  an  affiliated  broker-dealer,  or  a 
third-part)'  broker-dealer. 

Signage 

Any  area  designated  as  the  investment  sales  location,  including  a  new  account  area, 
should  be  clearly  and  prominentiy  identified  with  signs  and/or  displays  that  distin- 
guish this  area  from  routine  retail  deposit-taking  functions. 


For  example,  signs  in  the  platform  area  could  indicate  "Investment 
Center"  or  Ust  the  name  of  the  broker-dealer  firm  conducting 
investment  sales.  The  investment  sales  area  may  be  pan  of  a  lobby 
when  such  area  is  distinguished  from  the  retail  deposit-taking 
functions  area  in  the  same  lobby.  Walls,  handrails,  shelves,  display 
units,  plant  arrangements,  flirniture  and  equipment,  signage,  or  some 
other  means  may  be  used  to  distinguish  the  investment  sales  area  from 
the  retail  deposit-taking  functions  area. 

Use  of  visual  illustrations  are  acceptable  means  to  identify  an  area 
where  investment  sales  occur.  For  example,  one  bank  has  placed  the 
FDIC  logo  in  a  circle  that  is  slashed  through  to  indicate  the  lack  of 
such  coverage.  (See  the  next  page.) 
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Comptroller  Ludwig  gave  this  example  in  the  fall  of  1993  of  a  format  for  "good  disclosure"  for 
mutual  fond  sales.  Of  course,  banks  may  design  their  own  format. 


MUTUAL  FUNDS 

AND  ANNUITIES...  ^_^ 

•  are  NOT  FDIC  insured  >ss:^^^^^^ 

•  are  NOT  obligations  of  Anytown  Bank 

•  are  NOT  guaranteed  by  the  Bank 

•  involve  investment  risk,  including 
possible  loss  of  principal 


Key  Element: 
Conspicuous  Type 


Key  Element: 
Essential  Information 


Key  Element: 
Clear  Message 


'Note:  These  disclosures  do  not  conform  precisely  to  those  recommended  in  these  guidelines. 


Written  Policy 


Written  policies  governing  the  sales  of  nondeposit  investment  products  that  occur  or 
are  initiated  on  bank  premises  should  take  into  account  in  general  terms  the 
location(s)  within  the  bank  at  which  these  transactions  will  occur. 

Regulatory  Designation  of 
Location 


Bankers  should  note  that,  if  sales  of  nondeposit  investment  products  are  conducted 
by  a  registered  broker-dealer,  the  area  of  the  bank  in  which  the  sales  occur  may  have 
to  be  registered  with  the  NASD,  depending  on  the  type  and  extent  of  activities 
being  conducted. 


SETTING  AND 
CIRCUMSTANCES 


Tellers 


Employees  while  acting  as  tellers  should  be  prohibited  from  selling  nondeposit 
investment  products  and  from  offering  investment  advice  regarding  such  products. 


Referrals 

Tellers  may  refer  customers  to  the  appropriate  location  and/or  individual  in  the 
bank  for  the  sale  of  nondeposit  investment  products. 


Inquiries 

Tellers  may  respond  to  customer  questions  regarding  general  procedures  for  pur- 
chasing nondeposit  investment  products  from  the  designated  sales  representative. 
Tellers  are  prohibited  from  discussing  the  merits  of  particular  investment  products. 

For  example,  tellers  may  say:   "If  you  wish  to  discuss  an  investment, 
you  may  speak  with  Mr.  or  Ms.  X,  whose  desk  is  located. . .." 
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Designated  Sales  Representatives 

Nondeposit  investment  products  should  only  be  sold  by  qualified  personnel  (for 
example,  properly  trained  bank  employees,  registered  representatives,  or  licensed 
annuities  salespersons).   Investment  advice  should  be  given  only  by  qualified,  and  if 
required,  licensed  personnel.   DSRs  who  are  bank  employees  may,  in  connection 
with  exercising  their  suitability  responsibilities  (j£f  Suitability  section),  sell  customers 
an  insured  deposit  product,  as  appropriate. 

Bank  Employees 


Generally,  bank  employees  may,  where  permitted  by  state  law,  perform  ministerial 
and  clerical  functions  related  to  investment  product  sales,  including  referring  poten- 
tial customers  to  the  designated  sales  location  or  representative.  They  may  assist 
prospective  customers  in  completing  account  applications  and  forwarding  paperwork 
to  the  DSR.   Informational  brochures  or  materials  may  be  distributed  to  potential 
customers.  Other  examples  of  these  clerical  and  ministerial  functions  include  the 
following: 

Employees  may  assist  customers  interested  in  nondeposit  investment 
products  in  completing  a  customer  profile  application  that  contains 
questions  about  customer  income,  investment  goals,  and  existing 
account  reladonship(s)  with  the  institution. 

Employees  may  complete  profiles  using  a  computer  software  program. 
Such  programs  may  consider  the  customer's  investment  in  insured 
products  as  well  as  nondeposit  investment  products. 

Savings  associations  are  cautioned,  however,  to  review  a  recent  SEC  no-action  letter 
on  this  issue.   INVEST  Financial  Corp.,  August  27,  1993. 

Identification  of  Personnel 


Name  Tags 

If  it  is  customary  for  bank  personnel  to  wear  name  tags,  the  name  tag  of  the  DSR 
should  also  indicate  the  sales  representative's  title,  such  as  "investment  specialist," 
"investment  counselor,"  or  "investment  representative." 

Business  Cards 

Dual  employees  should  have  business  cards,  identifying  them  as  bank  employees  and 
as  employees  of  the  broker-dealer,  if  applicable. 

Customer  Information 


Customer  information — such  as  name,  address,  telephone  number,  and  types  of 
products  (including  certificates  of  deposits)  purchased — may  be  used  by  DSRs  to 
determine  potential  prospects  for  nondeposit  investment  products.  Other  customer 
information  may  be  used  with  appropriate  notice  and  customer  opportunity  to 
object  to  disclosure  of  such  information.  Banks  are  cautioned  to  consult  applicable 
state  and  federal  requirements. 

Product  Name 


A  nondeposit  investment  product  should  not  have  a  name  that  is  identical  to  the 
bank's  name  (unless,  of  course,  the  securities  of  the  bank,  its  affiliates,  or  its  parent 
are  being  sold).  Banks  should  take  steps,  such  as  enhanced  training,  to  minimize 
possible  customer  confusion  when  a  nondeposit  investment  product  has  a  brand 
name  similar  to  the  bank's  name  or  when  the  generic  names  of  insured  and 
uninsured  products  are  similar  (for  example,  money  market  mutual  fiinds  and 
money  market  deposit  accounts).  The  relationship,  if  any,  between  a  bank  and  a 
nondeposit  investment  product  with  a  name  similar  to  the  bank's  should  be  dis- 
closed in  appropriate  advertising  and  marketing  materials. 
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DISCLOSURES;  AnVERTISING 
AND  MARKETING 

General 

To  ensure  that  customers  are  not  confused  about  the  uninsured  nature  of 
nondeposit  investment  products  and  are  informed  about  the  investment  risks  associ- 
ated with  such  products,  customers  must  be  given  adequate  disclosures.   Under 
certain  circumstances  (for  example,  sale  of  a  bank's  ovifn  securities),  disclosures  may 
have  to  be  modified  as  appropriate. 

Advertising  and  Marketing 
Disclosures 


Advertising  and  promotional  materials  must  be  accurate  and  not  misleading.  Adver- 
tising and  promotional,  marketing,  and  sales  materials  given  to  customers  should 
contain  conspicuous  and  prominent  notice  that  the  product — 

•  is  not  a  bank  deposit, 

•  is  not  an  obligation  of,  or  guaranteed  by,  any  bank, 

•  is  not  insured  or  guaranteed  by  the  Federal  Deposit  Insurance  Corporation  or 
any  other  government  agenc>',  and 

•  involves  investment  risk,  including  the  possible  loss  of  principal. 

In  order  to  be  conspicuous  and  prominent,  the  disclosures  should  be  appropriately 
placed  and  in  appropriate  st>'le  and  size  of  type  so  that  the  disclosures  will  not  escape 
the  customer's  attention.  For  example,  disclosures  are  not  conspicuous  and  promi- 
nent if  they  are  lost  in  the  middle  of  a  multi-page  document  or  if  they  arc  in  a  t>'pe- 
face  that  is  too  small  relative  to  the  other  typefaces  used  in  the  document. 

Joint  advertising  or  marketing  of  deposit  and  nondeposit  investments  should  clearly 
distinguish  FDIC-insured  products  from  nondeposit  investment  products.   Bank 
stationer^'  (^^ith  the  logo  "Member  FDIC)  may  be  used,  unless  prohibited  by  state 
law,  to  send  letters  to  customers  regarding  nondeposit  investment  products  as  long 
as  the  disclosures  regarding  the  nondeposit,  uninsured  nature  of  the  investments  are 
included  in  the  letter.  At  the  same  time,  legends  referring  to  "each  depositor  in- 
sured to  5100,000"  should  not  appear  in  leners  to  customers  regarding  uninsured 
investment  products. 

Before  engaging  in  any  joint  advertising  or  marketing  efforts,  savings  associations  are 
cautioned  to  review  a  recent  SEC  no-action  letter  on  the  issue.  INVEST  Financial 
Corp.,  August  27,  1993. 

"Advertising"  means  material  published  or  designed  for  use  in  a  newspaper,  maga- 
zine, or  other  periodical,  radio,  television,  telephone  or  tape  recording,  videotape 
display,  signs  or  billboards,  motion  pictures,  telephone  directories  (other  then 
routine  listings),  or  other  public  media.   Under  cenain  circumstances  (for  example, 
broadcast  media),  shonened  disclosures  may  be  appropriate.  These  disclosures  must 
nevenheless  be  conspicuous  and  prominent  to  fit  the  facts  and  circumstances. 

"Promotional,  marketing  and  sales  materials"  means  any  written  communication 
distributed  or  made  generally  available  to  customers  or  the  public,  including 
circulars,  pamphlets,  brochures,  form  leners,  excerpts  or  reprints  of  advertisements, 
or  other  sales  literature. 


Oral  Sales  Presentations 


Oral  sales  presentations  should  also  include  the  previously  listed  disclosures. 
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Written  Disclosures 


At  the  time  of  investment  account  opening  or  initial  purchase  of  a  nondeposit 
investment  product,  customers  should  be  informed  in  writing  that  nondeposit 
investment  products — 

•  are  not  bank  deposits, 

•  arc  not  obligations  of,  or  guaranteed  by,  any  bank, 

•  are  not  insured  or  guaranteed  by  the  Federal  Deposit  Insurance  Corporation  or 
any  other  government  agency,  and 

•  involve  investment  risk,  including  the  possible  loss  of  principal. 

Acknowiedgment  Form 


At  the  time  of  investment  account  opening  or  initial  purchase  of  an  uninsured 
product,  banks  should  ask  the  customer  to  sign  a  wrinen  acknowledgment  form 
stating  that  the  customer  has  read  and  understands  the  written  disclosures  and  any 
sales  charges  or  other  applicable  fees  or  charges.  A  sample  form  of  written  acknowl 
edgmenc  is  presented  on  page  17. 

Sales  Confinnations  and  Periodic 
Account  Statements 


When  sales  confirmations  or  periodic  account  statements  are  issued  by  the  bank 
(particularly  periodic  account  statements  that  include  informauon  on  both  insured 
and  uninsured  products),  they  should  also  contain  the  previously  hsted  disclosures 
Periodic  account  statements  should  dearly  distinguish  information  regarding  FDIC- 
insured  products  from  information  on  nondeposit  investment  products. 

Prospectuses 


Prospectuses  should  be  provided  to  customers  as  required  by  securities  regulations. 
As  required  by  the  SEC,  prospectuses  on  mutual  funds  sold  by  or  through  the  bank 
must  disclose  prominendy  on  the  cover  of  the  prospectuses  that  shares  of  the  fund — 

•  are  not  bank  deposits, 

•  are  not  obligations  of,  or  guaranteed  or  endorsed  by,  any  bank,  and 

•  arc  not  federally  insured  by  the  Federal  Deposit  Insurance  Corporation,  the 
Federal  Reserve  Board,  or  any  other  government  agency. 

In  addition,  disclosure  regarding  investment  risk,  including  the  possible  loss  of 
principal,  should  be  provided  to  customers  prior  to,  or  concurrent  with,  prospectus 
delivery. 

Continuing  Disclosure  Obligation 

DSRs  are  reminded  that  the  NASD  has  suggested  that  its  members  readvise  their 
customers  annually  that,  among  other  things,  mutual  fund  shares  purchased  through 
banks  are  not  deposits  and  are  not  FDIC-insured.   NASD  Notice  to  Members,  93-87, 
December  1993. 

Bank  as  Adviser  to  a  Mutual  Fund 

If  the  bank  or  a  bank  affiliate  is  an  adviser  to  the  mutual  fund,  the  bank  should 
orally  disclose  to  the  customer  the  nature  of  the  advisory  relationship.  A  bank  that 
sells  shares  of  a  mutual  fund  advised  by  the  bank  or  an  affiliate  should  disclose  in 
writing  to  the  customer  that — 

•  the  bank  or  an  affiliate  acts  as  an  adviser  to  the  mutual  fund, 

•  the  bank  or  affiliate  receives  compensation  from  the  mutual  fund  for  the  advisory 
services,  and 

•  although  the  mutual  fund  is  advised  by  the  bank  or  an  affiliate,  investments  in 
the  mutual  fund  are  not  obligations  of,  or  guaranteed  by,  the  bank. 
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The  existence  of  other  material  relationships  between  the  bank  or  an  aifiliate  and  the 
mutual  fund  should  also  be  disclosed  in  writing.  These  written  disclosures  may  be 
satisfied  through  mutual  fiind  prospectus  delivery. 

Annuities 


Banks  that  underwrite  annuities  should  disclose  that  relationship  to  the  customer. 

ADVERTISING  AND  MARKETING 
CONSIDERATIONS 


Determine  Who  Is  Doing  the 
Speaking 

In  constructing  an  advertising  and  marketing  campaign,  it  is  essential  that  the  cam- 
paign be  focused  on  who  (for  example,  the  bank,  the  broker-dealer,  or  the  mutual 
fund)  is  ofifering  the  product  and  service  that  is  being  advertised  or  marketed. 

A  bank  can  advertise  and  promote  the  services  that  it  can  lawfully  offer  its  customers. 

For  example,  a  bank  may  state  in  its  advertisements  that:  "We  make 
available  to  our  customers  XYZ  family  of  mutual  fiinds,"  "Our  bank  is 
pleased  to  have  been  selected  to  serve  as  the  investment  adviser  to  the 
bank's  proprietary  fiind,"  or  "Our  bank  investment  specialists  are 
trained  to  help  you,  the  consumer,  select  the  types  of  securities  that 
will  help  you  achieve  your  investment  goals." 

A  bank  cannot  speak  for  the  mutual  fund,  as  the  mutual  fund  has  a  separate  corpo- 
rate identit)'.  Moreover,  the  mutual  fund's  shares  are  not  bank  products.  The  bank 
product,  if  any,  is  investment  advice  being  offered  to  the  bank's  proprietary  or 
private  label  registered  fund. 

For  example,  a  bank  ad  should  not  say:  "Our  mutual  fund  is  highly 
suitable  for  your  long-term  investment  needs"  or  "We  are  pleased  to 
announce  the  launch  of  our  mutual  fund." 


Bank  ads  may  promote  a  financial  supermarket  theme. 

For  example,  bank  ads  can  stress  the  abilities  of  the  bank's  investment 
specialists,  a  particular  investment  style,  or  some  specific  service  or 
technology  that  the  bank  can  offer. 

Mutual  fund  and  broker-dealer  advertisements  may  describe  the  benefits  of  investing 
with  their  firm.  Those  advertisements  are,  however,  subject  to  fiirther  regulation  as 
outlined  below. 

A  mutual  fund  or  a  broker-dealer  must  follow  rules  of  the  SEC  with  regard 
to  its  advertisements  and  have  its  advertisements  reviewed  by  the  NASD. 
Appropriate  attention  by  the  fund  or  the  broker-dealer  must  also  be  given  to 
recent  bank  regulatory  guidance  with  respect  to  retail  sales  of  nondeposit 
investment  products  through  banks. 

Mutual  fund  and  broker-dealer  advertisements  are  subject  to  the  antifi-aud 
provisions  of  the  federal  secxirities  lavw.  See  Rule  156  under  the  Securities 
Act  of  1933, 17  CFR 230.156;  Rule  lOb-5  under  the  Securities  Exchange 
Act  of  1934,  17  CFR  240.10b-5. 
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Under  the  federal  securities  laws,  advertisements  that  offer  any  seairity  for 
sale  are  deemed  to  be  prospectuses.    Section  5  of  the  Securities  Act  of  1933 
prohibits  the  use  of  a  prospectus  to  offer  or  sell  a  security  unless  a  registration 
statement  is  in  effect  and  the  prospectus  meets  the  requirements  of  Section 
10  of  the  Securities  Act.  In  order  to  comply  with  the  prospectus  delivery 
requirements  of  Section  5,  a  mutual  fimd  advertisement  must  comply  with 
either  Rule  134  or  Rule  482  under  the  Securities  Act,  17  CFR  230.1 34  or 
482,  or  be  treated  as  sales  literature  and  accompanied  or  preceded  by  a 
statutory  prospectus. 

Section  35  of  the  NASD's  Rules  of  Fair  Practice  require  members  to  file 
mutual  fund  advertisements  with  the  NASD  within  10  days  of  first  use  or 
publication.  Filing  in  advance  of  use  is  highly  recommended.  Ordinarily,  the 
fund's  distributor  is  responsible  for  filing. 

It  is  recommended  that  any  advertising  and  promotional  materials  used  by 
the  bank  be  reviewed  by  bank  management  or  counsel  or,  where  appropriate, 
counsel  to  the  mutual  fund  or  broker-dealer. 


SAMPLE  INVESTAIENT  PRODUCT  ACKNOWLEDGMENT 

By  my  signature  below,  I  acknowledge  that  I  have  read  and  understand  the  following  features  of  my 
investment  that  have  been  checked  by  the  Designated  Sales  Representative  as  applicable: 

ri    The  investment  products  I  am  purchasing  are  not  bank  deposits  and  are  not  obligations  of,  or 
guaranteed  by,  any  bank.  These  products  are  not  insured  or  guaranteed  by  the  Federal  De- 
posit Insurance  Corporation  or  any  other  government  agency. 

Q    Where  appropriate  (for  example,  mutual  funds  and  equities),  I  have  received  a  current  prospec- 
tus and  understand  the  sales  charges  and  other  applicable  fees  or  charges  as  disclosed  in  the 
prospectus. 

Q    Sales  charges  and  other  applicable  fees  or  charges  regarding  other  investment  products  pur- 
chased have  been  disclosed. 

Qj    I  understand  that  the  investment  products  purchased  are  subject  to  investment  risk,  including 
possible  loss  of  principal. 

nj  Although  payment  of  principal  (at  maturity)  and  interest  on  securities  in  U.S.  government 
funds  is  guaranteed  to  the  fiind,  the  market  value  of  the  shares  will  fluctuate  with  rising  or 
declining  interest  rates. 

Q    An  investment  product's  past  performance  should  not  be  considered  an  indication  of  future 
results. 

Q    Procedures  for  redeeming,  surrendering  or  selling  my  investment  may  vary,  depending  on  the 
investment  selected,  and  have  been  disclosed. 

\~\    The  investment  products  I  am  purchasing  ARE/ ARE  NOT  insured  by  the  Securities  Investors 
Protection  Corporation  ("SIPC").  SIPC  coverage  is  not  the  same  as  the  federal  deposit 
insurance  provided  by  the  FDIC.  It  does  not  protect  investors  against  a  decline  in  the  market 
value  of  securities.  SIPC  generally  protects  customers  against  the  physical  losi  of  sccunucs  if 
the  broker/dealer  holding  the  securities  for  the  customer  fails. 


Name(s)  as  shown  on  account 


Account*  Amount  of  initial  investment 

Investing  in  


Signed Signed  

Date  

Recommended:  Form  to  be  in  Triplicate  (Copies  to  Accountholder,  Branch  Office,  and  Central 
Office) 
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SUITABJUTT 


Applicability  to  Registered 
Representatives 

Registered  broker- dealers  should  refer  to  the  NASD's  Rules  of  Fair  Practice  when 
drafting  their  own  suitability  compliance  program.  The  following  discussion  on 
suitabilirj'  is  intended  to  assist  those  persons  not  governed  by  the  NASD's  Rules  of 
Fair  Practice. 


General 


Suitability'  as  used  in  the  financial  context  refers  to  the  appropriateness  of  a  particular 
investment,  type  of  investment,  or  portfolio  of  investments  to  an  investor,  given  the 
investor's  unique  circumstances. 

Suitability  encompasses  not  only  sviitabilit>'  as  it  relates  to  the  customer  but  also  as  it 
relates  to  investment  products  offered.  A  helpfiil  suitability  checklist  would  include 
consideration  of — 

•  adoption  of  appropriate  suitability  gmdelines; 

•  using  appropriate  product  feature  aids — brochures,  charts,  and  so  forth; 

•  requiring  appropriate  staff  training;  and 

•  conducting  effective  trade  review  {see  Bank  Management  and  Board  of  Directors 
Oversight  section). 

DSRs  involved  with  the  offer  and/or  sale  of  securities  have  an  obhgation  of  fair 
dealing  under  the  general  antifi'aud  provisions  of  the  federal  securities  laws  and  shall 
observe  high  standards  of  commercial  honor  and  just  and  equitable  principles  of 
trade. 

A  suitabilit)'  standard  consistent  with  the  NASD's  Rules  of  Fair  Practice  should 
apply  in  all  cases  where  investment  advice  is  offered  to  bank  customers.  That  advice 
may  be  provided  only  by  trained  and  knowledgeable  staff. 

Suitable  Recommendations  to 
Customers 


In  recommending  to  a  customer  the  purchase,  sale,  or  exchange  of  any  nondeposit 
investment  product,  a  DSR  should  have  reasonable  grounds  for  believing  that  the 
recommendation  is  suitable  for  such  customer  upon  the  basis  of  the  facts,  if  any, 
disclosed  by  such  customer  as  to  his  or  her  other  security  holdings  and  as  to  his  or 
her  financial  situation  and  needs. 


**Know  Your  Customer" — 
Obtaining  Customer  Information 

Prior  to  the  execution  of  a  transaction  recommended  to  a  retail  customer,  other 
than  transactions  where  nondeposit  investments  are  limited  to  money  market  mutual 
fijnds,  a  DSR  shall  make  reasonable  efforts  to  obtain  information  concerning  the 
customer's  financial  background,  tax  status,  personal  and  financial  situation,  invest- 
ment objectives,  tolerance  for  risk,  and  any  other  similar  information  concerning  the 
customer. 

•    The  existence  of  sales  and  redemption  charges  on  mutual  fiind  products  may 
make  material  differences  in  the  return  on  the  investment  under  certain  circum- 
stances. A  DSR  should  consider  these  and  other  similar  features  in  assessing 
bank  customers'  goals  and  objectives. 

Risk  Diversification 


Where  appropriate,  DSRs  should  consider  risk  diversification  in  making  recommen- 
dauons  to  customers. 
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Unsolicited  Tiransactions 

Unsolicited  transactions  may  be  executed  on  behalf  of  a  customer,  without  regard  to 
suitability,  if  so  directed  by  the  customer.  A  DSR  may  wish  to  consider  the  type  of 
documentation  necessary  (for  example,  trade  ticket,  confirmation,  etc.)  to  substanti- 
ate the  trade  as  unsolicited. 

For  customers  seeking  discount  brokerage  service  (that  is,  order  execution  only;  no 
recommendation),  transactions  may  be  executed,  without  regard  to  suitability.  A 
DSR  may  wish  to  consider  the  type  of  documentation  necessary  (for  example,  trade 
ticket,  confirmation,  etc.)  to  substantiate  the  trade  as  unsolicited. 


Recordkeeping 


A  record  for  each  account  shall  be  maintained  containing  the  following  information: 

•  customer's  name  and  residence; 

•  whether  the  customer  is  of  legal  age;  and 

•  signature  of  the  DSR  and  his  or  her  supervisor)'  person. 

For  all  retail  accounts,  other  than  accounts  limited  to  transactions  in  money  market 
fiands,  DSRi  shall  make  reasonable  efforts  to  obtain,  prior  to  settiement  of  the  initial 
transaction  in  the  account,  the  following  information: 

•  tax  identification  or  Social  Security  number; 

•  customer's  occupation; 

•  name  and  address  of  employer;  and 

•  information  concerning  the  customer's  financial  background,  tax  status,  personal 
and  financial  situation,  investment  objectives,  tolerance  for  risk,  and  any  other 
similar  information  concerning  the  customer. 

Suitability  Is  Not 


The  following  practices  are  inconsistent  with  the  principle  of  suitability': 

•  trading  in  mutual  fund  shares,  other  than  money  market  mutual  fiinds,  on  a 
short-term  basis; 

•  recommending  the  purchase  of  securities  or  the  contintiing  purchase  of  securities 
in  amounts  that  are  inconsistent  with  the  reasonable  expectation  that  the  cus- 
tomer has  the  financial  ability  to  meet  such  ongoing  financial  commitment; 

•  guaranteeing  a  customer  against  loss  in  any  securities  transaction  effected  by  the 
bank  with  or  for  such  customer. 

•  recommending  speculative  low-priced  securities  to  customers  without  knowledge 
of  or  an  attempt  to  obtain  information  concerning  the  customers'  other  securi- 
ties holdings,  their  financial  situation,  and  other  necessary  data. 


EMPLOYEE  QUALIFICATIONS 
AND  TRAINING 


General 


Bank  management,  DSRs,  and  audit  and  compliance  personnel  involved  with  the 
bank's  investment  product  program  should  demonstrate  competence  appropriate  to 
the  fiinction  or  responsibiUties  assigned  to  them  by  the  bank's  retail  investment 
policies  and  procedures. 

Background  Checks 


Background  checks  for  all  new  DSRs  who  will  be  engaged  in  the  offering  and/or 
sale  of  nondeposit  investment  products  are  strongly  recommended.   Reviews  of  new 
employees  with  previous  securities  or  insurance  industry  experience  should  include  a 
check  with  appropriate  authorities  for  possible  prior  disciplinary  actions. 
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lyjcensing  and/or  Certification 


When  appropriate  and  possible,  DSRs  should  obtain  an  appropriate  NASD  license, 
such  as  a  Series  6  or  7.  A  NASD  Ucense  equivalency  certificate  may  also  be  appro- 
priate. 

Audit  and  Compliance  Personnel 

Employees  responsible  for  compliance  and/or  audidng  the  bank's  investment  pro- 
gram should  be  competent  and  knowledgeable  regarding  the  federal  and  state 
regulator>'  requirements  for  such  programs. 

Training 


Industry  trade  groups  should  assist  their  members  in  obtaining  appropriate  training. 

Bank  management,  DSRs,  audit  and  compliance  personnel  involved  with  the  bank's 
investment  product  program,  and  other  bank  employees  should  be  offered  training 
appropriate  to  the  function  or  responsibilities  assigned  to  them  by  the  bank's  retail 
investment  policies  and  procedures. 

Training  should  cover  product  knowledge,  operational  concerns,  sales  and  advertis- 
ing practices,  compliance  and  regulatory  issues,  disclosure,  and  suitability  and  ethical 
considerations. 

Continuing  Education 

Continuing  education  requirements  ultimately  adopted  by  the  securities  and  insur- 
ance industries  should  also  be  adopted  and  modified,  as  necessary,  by  the  banking 
industry. 


EMPLOYEE  COMPENSATION 
AND  REFERRAL  FEES 


Bank  Policy 


A  bank  should  have  written  policies  governing  the  commissions,  referral  fees,  and 
other  compensation  that  the  bank,  its  DSRs,  and  nonsales  employees  receive  on  the 
sales  of  nondeposit  investment  products. 

Employee  Compensation 


Suitability,  not  compensation,  should  guide  sales  of  nondeposit  investment  prod- 
ucts. Banks  are  urged  to  cultivate  a  customer-oriented  sales  ethic:  "If  it's  good  for 
the  customer,  it's  good  for  the  bank." 

Compensatum  of  DSRs 

Compensation  for  the  sale  of  nondeposit  investment  products  should  be  structured 
to  avoid  incenting  the  sale  of  unsuitable  products. 

DSRs  should  be  fi'ec  to  offer  customers  a  choice  of  investment  products  that  provide 
different  levels  and  types  of  compensation.  For  example,  compensation  may  be 
commensurate  with  the  amount  invested,  the  duration  of  the  investment,  and  the 
income  generated  to  the  bank  by  the  investment.  However,  DSRs  should  not  favor 
or  disfavor  the  sale  of  a  particular  investment  company,  group  of  investment  compa- 
nies, or  insurance  company  product  based  solely  on  the  receipt  of  brokerage  com- 
missions or  other  incentives. 
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Referral  Fees 

Fees  based  on  referrals  may  be  structured  so  as  to  encourage  tellers  and  other  bank 
employees  to  appropriately  increase  customer  awareness  of  the  availability  of  all  t\'pcs 
of  nondeposit  investment  products  offered  by  their  institutions. 

Compensation  to  tellers  and  other  bank  employees  for  a  referral  should  not  be  based 
on  the  success  of  the  referral  in  generating  a  sale  of  a  nondeposit  product(s). 

Tellers  and  other  bank  employees  may  be  compensated  based  on  individual  or  total 
referrals  that  result  in  customer  meetings  with  DSRs. 


BANK  MANAGEMENT  AND  BOARD 
OF  DIRECTORS  OVERSIGHT 

Overall  Policy 


A  bank  should  establish  and  maintain  written  policies  and  procedures  regarding 
retail  sales  of  nondeposit  investment  products.  Such  pohcies  and  procedures  should 
encompass  third-part\'  and  affiliated  vendor  sales,  sales  of  proprietary  products,  and 
sales  of  both  third-part\-  and  proprietary'  products  by  bank  personnel,  as  apphcable. 


Board  of  Directors  ("Board") 
Responsibilities 


Under  the  bank's  policies  and  procedures,  the  Board  should  be  responsible  for — 

•  evaluating  the  risks  posed  by  programs  that  offer  nondeposit  investment 
products  (for  example,  loss  of  customers  if  products  not  offered;  associated  risks, 
if  any,  to  insured  bank's  reputation  posed  by  downturn  in  the  securities  markets; 
and  capacit)'  of  bank  to  manage  these  and  other  risks); 

•  approving  written  pohcies  and  procedures;  and 

•  delegating  responsibility'  to  bank  management  concerning  retail  sales  of 
nondeposit  investment  products. 

In  determining  bank  management  responsibihties,  the  Board  may  choose  to  retain 
for  itself  any  of  the  responsibilities  listed  below,  such  as  entering  into  third-part\' 
vendor  agreements. 

Bank  Management  Responsibilities 

Bank  management  should  estabUsh,  maintain,  and  enforce  a  s>'Stem  to  manage  its 
retail  investment  activities  and  those  DSRi  involved  with  offering  nondeposit 
investment  products  to  the  retail  public.  Such  a  system  should  be  reasonably  de- 
signed to  achieve  compliance  with  applicable  banking,  securities,  and  insurance  laws 
and  regulations.  Final  responsibihty  for  proper  oversight  should  rest  with  bank 
management. 

Ovenight  Proffram 

At  a  minimum,  an  oversight  program  should  be  in  writing  and  address  the  following: 

Investment  Product  Selection. 

•  Specify  what  types  of  investment  products  the  bank  will  sell  and  offer  investment 
advice  with  regard  thereto,  and  what  policies  and  procedures  will  govern  the 
selection  and  marketing  of  products.  Such  policy  should  include  qualitative 
considerations,  such  as  ratings  by  nationally  recognized  statistical  rating  organi- 
zations, investment  philosophy  supporting  the  product,  and  financial  condition 
and  stability  of  the  investment  product  and  its  provider. 
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For  example,  a  bank  may  wish  to  specify  whether  and  under  what 
circumstances  and  capacity  (for  example,  bank  or  through  broker- 
dealer)  it  will  accept  orders  for  equities  and  corporate  debt  securities 
and  make  available  investments  in  commercial  paper,  U.S. 
government  securities,  municipal  securities,  repurchase  agreements, 
and  banker's  acceptances. 

•     Make  available  a  suitable  array  of  investment  products  to  bank  customers. 

For  example,  those  banks  offering  mutual  funds  to  customers  should 
offer  a  variety  of  choices,  that  is,  fiinds  whose  investment  objectives 
vary. 


Allocation  of  Responsibilities  Among  Parties. 

•  Outline  responsibility  for  each  activity  or  function  specified  in  the  sales  policy 
and  specifically  assign  responsibility  for  such  activity  or  function  to  an  individual 
employed  by  the  bank,  a  third-party  vendor,  or  an  affiliated  broker-dealer,  in- 
cluding: 

— designating  supervisory  person(s)  to  supervise,  review,  and  endorse  transac- 
tions in  accounts  handled  by  DSRs  and  to  specifically  approve  the  opening  of 
new  customer  accounts; 

In  this  connection,  supervisory  person(s)  should  maintain  a  customer 
account  file  that  includes  all  written  and  verbal  complaints,  if  any,  and 
should  adequately  investigate  such  complaints. 

— designating  supervisory  person(s)  to  review  sales  literature,  advertisements, 
radio  and  television  presentations,  seminar  presentations,  and  outgoing  corre- 
spondence regarding  retail  sales  of  investment  products. 

•  Require  participation  of  each  DSR,  either  individually  or  collectively,  no  less 
than  annually,  in  an  interview  or  meeting  conducted  by  appropriately  qualified 
persons  at  which  compliance  matters  relevant  to  the  activities  of  the  DSR(s)  are 
discussed. 

Customer  Information. 

•  Specif)'  bank's  policies  governing  the  permissible  uses  of  bank  customer  informa- 
tion in  connection  with  the  marketing  and  sale  of  investment  products. 

Vendor  Agreements 


Bank  management  should  be  responsible  for  entering  into  governing  agreements 
with  third-party  vendors  and  affiliated  broker-dealers.  Such  agreements  should 
clearly  outline  the  duties  and  responsibilities  of  all  parties,  including  the  responsibil- 
ity of  third-party  vendors  and  affiliated  broker- dealers,  i 


•  issue  appropriate  disclosures  to  retail  customers, 

•  comply  with  appropriate  suitability  standards, 

•  establish  appropriate  compensation  programs, 

•  perform  background  checks  on  and  train  appropriate  personnel, 

•  monitor  compliance  with  applicable  law,  and 

•  maintain  appropriate  account  records  regarding  the  sale  of  nondeposit  invest- 
ment products  sold  through  the  bank. 

In  addition,  such  agreement  should  include  provisions  regarding  bank  oversight  of 
all  bank-related  retail  sales  by  such  party,  as  well  as  examiner  access  to  appropriate 
records. 

Bank-AflSliated  Mataal  Funds 

Bank  management  should  be  responsible  for  taking  appropriate  precautions  regard- 
ing bank-related  retail  sales  of  bank-  or  bank  affiliate -advised  mutual  funds.  Such 
precautions  should  include  orally  disclosing  to  the  customer  the  nature  of  the  advi- 
sory relationship  and  disclosing  in  writing  that — 
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•  the  bank  or  an  afSJiate  acts  as  an  adviser  to  the  mutual  fund; 

•  the  bank  or  afEliate  receives  compensation  from  the  mutual  fund  for  the  advisory 
services,  and 

•  although  the  mutual  fund  is  advised  by  the  bank  or  an  affiliate,  investments  in 
the  mutual  fund  are  not  obligations  of,  or  guaranteed  by,  the  bank. 

The  existence  of  other  material  relationships  between  the  bank  or  an  affiliate  and  the 
mutual  fund  should  also  be  disclosed  in  writing.  These  written  disclosures  may  be 
satisfied  through  mutual  fund  prospectus  delivery. 

Insurance  Coverage 


Prior  to  embarking  on  a  sales  program  for  nondeposit  investment  products,  bank 
management  should  notify  their  blanket  bond  carriers  of  their  plans  to  engage  in 
these  activities.  Written  assurance  should  be  obtained  that  staff  represenung  third- 
party  and  affiliated  vendors  have  appropriate  insurance  coverage. 

Compliance  Program 


A  compliance  program,  independent  of  investment  product  sales  and  management, 
should  be  established.  The  program  should  be  capable  of  verifying  compliance  with 
banking,  securities,  and  insurance  laws  and  regulations.  The  compliance  function 
should  also  include  a  system  to  monitor  customer  complaints  and  to  review  periodi- 
cally customer  accounts,  including  spot  checking,  to  detect  and  prevent  abusive 
practices.  Appropriate  corrective  actions  should  be  implemented  when  neccssarj'. 

As  part  of  a  compliance  program,  a  bank  may  wish  to  consider  establishing  a  tar- 
geted call  back  program,  a  mystery  shopper  program,  or  some  other  method  of 
monitoring  compliance  with  the  bank's  policies  and  procedures.  A  targeted  call 
back  program  could  be  designed  to  call  certain  customers  shortly  after  they  have 
opened  an  investment  account  with  the  bank  to  determine  if  the  bank's  policies  and 
procedures  were  satisfied. 

A  bank  may  wish  to  consider  building  into  its  procedures  for  opening  customer 
accounts  an  agreement  between  the  customer  and  the  bank  to  submit  any  disputes 
that  arise  to  arbitration.  A  sample  arbitration  agreement  is  presented  on  page  35. 


Insider  Trading 

To  avoid  liability  under  the  federal  insider  trading  laws,  banks  should  establish 
pohcies  and  procedures  to  prevent  insider  trading.   (Broker-dealers  are  required  to 
have  pohcies  and  procedures.)   Insider  trading  refers  to  the  purchase  or  sale  of 
securities  while  in  possession  of  material,  nonpublic  information  that  would  be 
imponant  to  an  investor  in  making  a  decision  whether  to  purchase  or  sell  securities. 
The  federal  securities  laws  impose  Uabiht)'  on  employers,  including  banks,  as  well  as 
their  officers,  directors,  and  supervisory  personnel  for  illegal  insider  trading  activities 
of  their  employees. 

Liabilirx'  can  result  in  civil  fines  of  SI  million  or  three  times  the  profits  gained  or 
losses  avoided,  whichever  is  greater.   Criminal  penalties  for  insider  trading  violations 
can  also  result,  which  may  include  maximum  monetary'  penalties  of  S2.5  million. 
Thus,  if  a  bank  employs  an  individual  who  trades  on  inside  information,  the  bank 
and  its  directors,  as  controlling  persons,  may  be  liable  for  civil  and  criminal  penalties 
in  excess  of  S3. 5  million.  In  addition,  jail  terms  often  years  can  result. 

Liabilit)'  can  also  result  when  an  employee  commits  tipping  violations.  Specifically,  a 
bank  may  be  hable  even  if  an  employee  does  not  trade  on  inside  information  but 
communicates  such  information  to  another  individual  who  trades  on  the  basis  of 
that  information. 
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ARBITRATION 


Banks  may  wish  to  resolve  any  disputes  with  customers  involving  securities  transac- 
tions through  arbitration.  Arbitration  is  a  dispute  resolution  mechanism  whereby 
the  parties  to  the  dispute  set  forth  their  positions  before  either  a  single  arbitrator  or 
a  panel  of  arbitrators,  who  then  render  a  decision.  That  decision  is  binding  on  the 
parties.  Generally  arbitration  is  faster  and  less  expensive  than  htigation. 

The  securities  industry  uses  arbitration  extensively.  The  NASD,  the  NYSE,  the 
American  Stock  Exchange  ("AMEX")  and  the  Municipal  Securities  Rulemaking 
Board  ("MSRB")  all  have  established  rules  and  procedures  for  securities  arbitration. 
Banks  using  registered  broker-dealers,  either  affiliated  or  unaflahated,  to  sell  securi- 
ties through  the  bank  to  the  retail  public  would  generally  use  the  rules  and  proce- 
dures of  one  of  these  organizations.  For  banks  not  using  registered  representatives 
to  sell  securities  to  the  retail  public,  the  rules  and  procedures  of  the  American  Arbi- 
tration Association  ("AAA")  are  available. 

Arbitration  is  voluntary,  so  both  the  bank  and  the  customer  must  agree  to  arbitrate. 
That  agreement  can  be  obtained  either  before  or  after  any  dispute  arises.  A  sample 
agreement  to  arbitrate  is  presented  on  page  35.   If  a  bank  wishes  to  obtain  the 
agreement  pre-dispute,  it  should  be  obtained  at  the  time  the  customer  account 
opening  forms  are  signed.  An  arbitration  provision  may  be  incorporated  into  the 
account  opening  agreement.  It  should  be  noted,  however,  that  the  securities  indus- 
try generally  uses  pre-dispute  arbitration  agreements  for  margin  and  options  accounts. 

Finally,  while  arbitration  is  less  expensive  than  litigation,  it  does  involve  some  expen- 
diture of  funds.  Each  organization  has  its  own  fee  structure  and  should  be  consulted. 

For  more  information,  contact  the  Director  of  Arbitration  at  one  of  the  following 
organizations: 

American  Arbitration  Association 

140  West  51st  Street 

New  York,  New  York  10020 

212/484-4000 

American  Stock  Exchange,  Inc. 
86  Trinity  Place 
New  York,  N\'  10006 
212/306-1000 

Municipal  Securities  Rulemaking  Board 
1818  N  Street,  N.W. 
Washington,  DC  20036 
202/223-9347 

National  Association  of  Securities  Dealers,  Inc. 
33  Whitehall  Street 
New  York,  NY  10004 
212/858-4400 

New  York  Stock  Exchange,  Inc. 

11  Wall  Street 

New  York,  NY  10005 

212/656-2772 
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RETAIL  mVESTMENT SALES:  GUIDELINES  FOR  BANKS  — 


SAMPLE  AGREEMENT  TO  ARBITEATE 

I/wc  understand  and  acknowledge  that: 

•  Arbitration  is  final  and  binding  on  the  parties. 

•     (The  name  of  the  Bank  or  Broker  offering  investment  services)  and  I/we  are 

waiving  our  right  to  seek  remedies  in  court,  including  the  right  to  a  jury  trial. 

•  Pre-arbitration  discover)'  is  generally  more  limited  than  and  different  fi-om  court  proceedings. 

•  The  arbitrators'  award  is  not  required  to  include  factual  findings  or  legal  reasoning,  and  any 
party's  right  to  appeal  to  a  court  of  law  or  to  seek  modification  of  rulings  by  the  arbitrators  is 
strictly  limited. 

•  The  panel  of  arbitrators  will  typically  include  a  minority  of  arbitrators  who  were  or  are  affiliated 
with  the  securities  industry'. 

I/we  hereby  agree  that  all  controversies  which  may  arise  between  us,  including  but  not  limited  to 
those  involving  any  transaction  or  the  construction,  performance,  or  breach  of  this  or  any  other 
agreement  bet^^■een  us,  including  the  Investment  Product  Acknowledgment,  whether  entered  into 
prior  to,  on,  or  subsequent  to  the  date  hereof,  shall  be  determined  by  arbitration.  Any  arbitration 

under  this  Agreement  shall  be  conducted  only  before *  and  in 

accordance  with  its  securities  arbitration  rules  then  in  force.  Judgment  upon  the  award  of  the 
arbitrators  may  be  entered  in  any  court,  state  or  federal,  having  jurisdiction. 

By  signing  this  Agreement  below,  I/we  hereby  consent  and  agree  to  the  terms  and  conditions  set 
forth  herein. 


Customer's  Name 


Customer's  Signature 


Co-Owner's  Name  (if  applicable) 


Co-Owner's  Signature  (if  applicable) 
Bank  or  Broker  name  


by  Designated  Sales  Representative 

Date  

♦The  Ninonal  Association  of  Securities  Dealers  ("NASD")  and  the  Stock  Exchanges,  e.g..  New  York  Stock  Exchange 
("NYSE"),  have  established  arbitration  procedures  and  agreements  for  registered  brokers.  By  and  large,  this  sample 
agreement  envisions  using  the  procedures  and  forms  of  the  NASD,  NYSE,  etc.,  if  a  registered  broker-dealer  is  conducting 
the  sale  on  bank  premises.  If,  however,  a  quali6ed  bank  employee,  not  a  registered  broker-dealer,  conducts  the  sale,  the 
procedures  and  forms  of  the  American  Arbitration  Association  are  available.  Contact  your  local  AAA  office  or  national 
AAA  headquarters  (140  West  51st  Street,  New  York,  NY  100201203)  for  guidelines  and  procedures. 
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CONSIDERATIONS  FOR  SELECTING 
THIRD-PARTT  PROVIDERS  AND 
INVESTMENT  PRODUCTS 

While  not  exhaustive,  the  following  faaon  are  important  and  should  be  taken  into 
account  when  a  bank  undertakes  to  choose  a  product  or  service  provider. 

Financial  Strength  Standards 


The  financial  health  of  product  and  service  providers  is  of  fundamental  importance 
to  investors.  Therefore,  the  bank  should  evaluate  the  financial  strength  of  such 
providers  to  determine  whether  they  will  be  able  to  meet  their  financial  commit- 
ments. 


Adequacy  of  Regulatory  Oversight 


Third  parties  are  subject  to  the  regulatory  oversight  of  both  national  and  state 
agencies.  Therefore,  the  bank  should  initially  and  periodically  review  the  record  of 
regulatory  compliance  by  both  the  provider  corporation  and  its  sales  representatives. 

Ongoing  Conunitment  to  the 
Product 


A  bank  should  review  the  third-party  and/or  product  provider's  capacity  and  will- 
ingness to  maintain  its  commitment  to  the  business  and  to  the  product. 

Clear  Product  Features/Pricing 

The  products  to  be  sold  should  be  competitive  with  other  similar  products;  terms 
and  conditions  should  be  clear  and  easy  to  understand. 

Consumer  Disclosures  and 
Protection 


The  third-party  provider  should  adhere  to  these  guidelines  in  all  aspects.  Consistent 
with  these  guidelines,  the  third-party  provider  should  incorporate  disclosures  into 
the  sales  process,  adopt  procedures  so  that  the  right  products  are  sold  to  the  right 
customers,  and  have  estabhshed  an  appropriate  compliance  program. 

Consistent  Implementation 
Oversight 


Implementation  activities  by  the  third-parry  provider  should  be  consistent  with  and 
suppon  the  bank's  overall  goals  and  objectives,  its  ethical  standards,  and  its  corpo- 
rate and  investment  product  strategies. 

Review 


A  review  should  be  conducted  initially  by  the  bank  before  offering  an  investment 
product  and  periodically  while  the  product  is  being  offered  to  bank  customers. 
Similarly,  a  review  should  be  conducted  initially  by  the  bank  before  entering  into  an 
agreement  with  a  third-party  provider  and,  periodically,  during  the  length  of  the 
contractual  relationship. 
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OCC  94-13 

OCC  BULLETIN 


Comptroller  of  tna  Curroney 
Adminisirator  of  Nanenal  Banks 


Nondeposh  Invesnnem  Sales  o-a,^  To^W  I««  - /touflKK,* 

E^Sttion  Proceduw  Jor  Nanonal  Bank  Exami,^ 


TO:     AU  Uim  of  Ae  Comptroller's  Hancbook  for  National  Bank  Exammtn 

PURPOSE 

Tliis  issuance  tnnsmhs  a  new  secdon  413.  Retail  Nondeposh  lavesanent  Sales,  for  the 
Comptroller  S  Handbook  for  National  Bank  Examiners.  This  seedon  should  be  inscned  is  the 
handbook  ai  the  end  of  the  "Other  Areas  of  Examination  Interest"  section,  behind  section  412, 
Discount  Brokerage  Activity. 

REFERENCES 

Banking  Circular  274.  Retail  Nondeposit  Investment  Sales,  b  rescinded  and  replaced  by  new 
secuon  413  to  the  Comptrollers  Handbook  for  National  Bank  Examiners,  dated  February  1994. 

atuched. 

BACKGROIWD 

On  July  19.  1993.  the  Office  of  the  Comptroller  of  the  Currency  issued  Banking  Circular  274, 
Retail  Nondeposit  Investment  Sales,  which  provided  guidelines  for  national  banks  involved  in 
the  sale  to  retail  customers  of  mutual  funds,  annuities,  and  other  nondeposit  investments. 
Those  guidelmes  were  superseded  on  February  15.  1994,  by  the  issuance  of  an  Interagency 
Staiemeni,  developed  by  the  OCC.  the  Federal  Reserve  Board,  the  FDIC,  and  the  OTS.  Tlie 
InterT^eocy  Statement  will  apply  uniform  standards  to  federally  insured  financial  institutions 
offering  these  services. 

SCOPE 

The  Interagency  Statement  is  incorporated  in  this  insert,  which  provides  national  bank 
examiners  with  procedures  for  examining  the  nondeposit  investment  sales  activities  of  nanonal 
banks.  The  questions  and  procedures  presented  here  check  for  compliance  widi  the  Interagency 
Statement  as  well  as  laws,  rules,  and  regulations.  They  also  provide  national  bank  examiners 
with  a  basis  for  evaluanng  management  and  controls  in  this  type  of  ofiri  ation 

RESPONSIBLE  OFFICE 

Questions  concerning  the  Interagency  Statement  or  any  pan  of  tfae  insert  may  be  directed  to 
the  Office  of  tfae  Chief  National  Bank  Examiner.  Capital  Markets  Grei^.  in  Washington.  DC 
at  (202)  874-5070. 


yh/^&it^  ?  /:W/(X- 


Susan  F   Kjause 

Senior  Deputy  Comptroller  for  Bank  Supervision  Policy 


Enclosure 
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Retail  Nondeposit  Investment  Sales 

Introduction  


Section  413.1 


This  section  sets  forth  guidtnce  for  exam- 
iners reviewing  bank  nondeposit  invest- 
ment product  retail  sales  operations,  includ- 
ing bank-related  marketing  and  promotional 
activities.  Examiners  will  review  a  bank's 
programs  for  consistency  with  the  Imer- 
agency  Statement  on  Retail  Sales  of 
Nondaposrt  Investment  Products,  dated 
February  15,  1994  (Interagency  State- 
ment). The  evaluation  will  cover  all  bank- 
related  activities  including: 

•  Sales  or  recommendatioru  made  by 
bank  employees: 

•  Sales  or  recommendatioru  made  by 
employees  of  affiliated  or  unaffiliated 
entities  occurring  on  bank  premises 
(including  sales  or  recommendatioru 
initiated  by  telephone  or  by  mail 
from  bank  premises);  and 

•  Sales  resulting  from  referrals  of  retail 
customers  to  a  third  paay  when  the 
bank  receives  a  benefit  for  the  refer- 
ral. 

When  reviewing  a  bank's  nondeposit  in- 
vestmeni  sales  operation,  examiners  should 
oeTermjne  that  the  bank  views  customers' 
inTerests  as  crrticai  to  all  aspects  of  its 
sales  programs.  Examiners  should  evaluate 
a  bank's  policies  and  procedures  from  the 
customers'  perspective  and  should  ascer- 
tain That  customers  are  provided  with  a 
high  level  of  protection.  If  it  becomes 
necessary  to  recommend  remedial  action, 
examiners  should  determine  that  bank 
management  responds  immediately  to  any 
matter  that  has  the  potential  to  confuse 
customers  as  to  the  uninsured  nature  of 
nonoeposit  investment  products. 

Banks  that  do  not  operate  programs  safely 
and  soundly  or  that  engage  in  violations  of 
law  or  regulations  will  be  subject  to  appro- 
priate regulatory  action.  When  determining 
the  appropriate  action,  examiners  should  be 
mmdlul  that  some  banks,  especially  banks 
relying  on  third  parties  for  sales  of 
nonoeposit  investment  products,  may  need 
time  to  conform  their  programs  to  the 
Interagency  Statement  and  to  the  guidance 
contained  herein.  At  a  minimum,  however, 
exami.ners  should  determine  whether  bank 
management  is  making  a  good  faith  effort 


to  comply  with  this  ragulatory  guidance  m 
a  timety  manner. 

This  aaction  applies  to  sales  to  individual 
customers  but  docs  not  apply  to  the  wholt- 
aate  sale  of  nondeposit  investment  prod- 
ucts to  rKNVfatail  customers,  such  as  sales 
to  institutional  customers  or  to  fiduciary 
accounts  administered  by  an  instreution. 
As  part  of  its  general  responsibilities,  how- 
ever, a  rumonat  bank  should  take  appropn- 
•ta  steps  to  avoid  potential  customer  con- 
fusion when  providing  rtondeposit  invest- 
ment products  to  institutional  customers  or 
to  the  bank's  fiduciary  customers.  For 
additional  information  on  restrictions  on  a 
national  bank's  use  as  fiduciary  of  the 
bank's  brokerage  service  or  other  entity 
with  which  the  bank  has  a  conflict  of 
interest,  including  purchases  of  the  bank's 
proprietary  and  other  products,  see  1 2  CFR 
9.12  and  'Sales  to  Fiduciary  Accounts,' 
later  in  this  section. 

Scop* 

Examiner  reviews  of  a  bank's  mutual  fund 
or  other  nondeposit  investment  sales  pro- 
gram will  concentrate  on  the  policies  and 
procedures  the  bank  adopts  and  on  the 
effectiveness  of  their  implementation. 

When  reviewing  implementation  of  a 
bank's  program,  examiners  will  investigate 
whether  senior  bank  management  has: 

(1)  Panicipated  in  planning  the  bank's 
investmem  sales  program; 

(2)  Adopted  a  framework  to  ensure 
compliance  with  all  applicable  laws, 
rules,  regulations,  regulatory  condi- 
tiorts,  and  the  Interagency  State- 
ment; arwj 

(3)  Ensured  effective  supervision  of  indi- 
viduals engaged  in  sales  activities, 
including  employees  of  the  bank  and 
any  other  entrry  involved  in  bank- 
related  sales  of  investment  products. 

Where  relevant,  references  in  this  hand- 
book section  to  bank  management  or  bank 
employees  includes  third  party  managers  or 
third  party  employees. 
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Minimum  Standards  for  Nondeposit 
Investment  Programs 
Amifriud  provisions  of  th«  fadeni  sccuri- 
tias  Isws  prohibit  matsrially  mislaading  or 
inaccurate  raprasantation  in  connaction 
with  offars  and  salas  of  sacuritias.  (Sae, 
for  axampla,  Saction  10  of  the  Sacuritias 
Exchanse  Aa  of  1934  and  Rule  10t>-5.)  if 
customers  are  miatad  about  the  nature  of 
nondeposit  Investmant  products,  including 
their  uninsured  status,  sellers  could  face 
potential  liability  under  these  antifraud 
provisions.  Safe  and  sound  banking  also 
requires  that  bank -related  retail  sales  activi- 
ties be  operated  to  avoid  confusing  cus- 
tomers about  the  products  being  offered. 
Use  of  nonbank  amployaas  to  sell  these 
products  does  not  relieve  bank  manage- 
ment of  the  responsibilrty  to  take  reasorv 
able  steps  to  ensure  that  the  investment 
sales  activities  meet  these  requirements. 

The  Rules  of  Fair  Practice  of  the  National 
Association  of  Securnies  Dealers  (NASO) 
expressly  govern  sales  of  securities  by 
broker/dealers  who  are  members  of  NASO. 
These  rules  apply  to  benk-related  securities 
sales  by  banking  subsidiaries  registered  as 
broker/dealers,  affiliated  broker/dealers, 
and  unaffiliated  broker/dealers  operating 
under  agreements  with  banks.  These  rules 
apply  whether  such  sales  are  made  on 
bank  premises  or  at  a  separate  location. 

These  rules  do  not  expressly  apply  to  sales 
or  recommendations  made  directly  by  the 
bank.  Even  when  these  rules  do  not  ex- 
pressly apply,  however,  they  are  an  appro- 
priate reference  for  a  bank  compliance 
program  designed  to  ensure  that  the  bank's 
retail  sales  of  all  nondeposit  investment 
products  ere  operated  in  a  safe  and  sound 
manner. 

Before  beginning  to  operate  a  nondeposit 
investment  sales  program,  banks  may  also 
consider  notifying  their  blanket  bond  carri- 
ers of  plans  to  engage  in  these  activities. 
If  applicable,  this  could  permrt  the  bank  to 
obtain  wnnen  assurances  from  the  cemer 
that  the  bank's  insurance  coverage  for 
employees  includes  staff  representing  third 


party  vandort. 

Examinars  also  should  encourage  bank 
managamam  to  nvi»w  Retail  In^mstment 
Satms:  Guidelines  for  Benks.  The  publica- 
tion, praparad  jointly  by  six  banking  indus- 
try trade  assoeiatioru,  contains  voluntary 
0uidalines  for  bank  aalas  of  nondeposit 
invastment  products  as  well  as  common 
aanaa  suggaationa  for  putting  many  of  the 
OCC'a  raeofnmandatiorM  into  action. 

Program  Management 

Banks  must  comply  with  all  applicable 
laws,  rulas,  ragulatioru.  and  regulatory 
conditions,  and  operate  consistently  with 
ttta  Interagency  Statement  for  any  of  their 
bank-related  retail  aalas  of  mutual  funds, 
annuities,  or  other  retail  nondeposit  invest- 
ment products.  Bank  directors  are  respon- 
sible for  evaluating  the  risks  imposed  by 
bank-related  aalas  and  are  expected  to 
adopt  a  program  statement  and  self-regula- 
tory policies  and  procedures  to  ensure 
compliance  with  all  requirements.  A  bank's 
policies  and  procedures  must  address  bank- 
related  retail  salas  made  directly  by  a  bank, 
through  an  operating  subsidiary  or  affiliate, 
or  by  an  unaffiliated  amity. 

Examiners  should  expect  that  banks  will 
tailor  their  policies  and  procedures  to  the 
scope  of  the  bank's  sales  activities.  The 
level  of  detail  contained  in  a  bank's  policies 
end  procedures  will  depend  on  the  struc- 
ture and  complexity  of  the  bank's  program. 

Examiners  will  review  the  bank's  securities 
sales  activities  to  determine  that  the  bank 
has  adopted  a  statement  that  addresses 
the  risks  associated  with  the  sales  program 
and  describes  the  features  of  the  sales  pro- 
gram, the  roles  of  bank  employees,  and  the 
roles  of  third  perry  entities.  The  statement 
should  set  forth  the  strategies  the  benk  will 
employ  to  achieve  its  objectives.  It  also 
should  outline  the  seH-regulatory  proce- 
dures benk  management  will  implement  to 
ensure  that  the  program's  objectives  are 
met  without  compromising  the  customers' 
bast  intaresu. 
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At  a  minimum,  •xamin«ri  ihould  axpect 
bank  policies  and  procadurat  to  addrast: 

Suparvision  of  paraoniMl  involvad  in 
nondapoait  invastmant  aatas  programs  — 
Senior  bank  managers  will  be  expected  to 
ensure  that  specific  individuals  employed 
by  the  bank,  an  affiliated  broker/dealer,  or 
a  third  party  vendor  are  responsible  for 
each  activity  outlined  in  the  bank's  policies 
and  procedures.  Managers  of  the  bank's 
securriies  sales  activities  will  be  account- 
able for  understanding  the  investment 
products  offered  and  the  sales  process,  as 
well  as  for  assuring  compliance  with  secu- 
rities and  banking  laws,  rules,  and  regula- 
tions. 

Designation  of  employees  authorized  to  sell 
investment  products  —  This  should  serve 
as  B  guide  for  ell  bank-related  employees 
dealing  with  retail  nondeposit  investment 
product  customers.  The  program  state- 
ment should  specify  that  only  properly 
trained  and  supervised  employees  are 
permined  to  make  investment  sales  or 
recommendations.  It  should  describe  the 
resDonsibilities  of  personnel  authorized  to 
sell  or  recommend  nondeposit  investment 
products  and  o^  other  personnel  who  may 
have  contact  with  retail  customers  con- 
cerning the  sales  program.  It  also  should 
include  a  description  of  appropriate  and 
inappropriate  referral  activities  and  the 
training  reouirements  and  compensation  ar- 
rangements for  each  category  of  personnel. 

The  role*  of  other  entrtiet  selling  on  bank 
premises,  including  supervision  of  selling 
employees  —  Bank  management  must  plan 
to  monitor  compliance  by  other  entrties  on 
an  ongoing  basis.  The  degree  of  bonk 
management's  involvement  should  be 
dictated  by  the  nature  end  extent  of 
nondeposit  investment  product  sales,  the 
effectiveness  of  customer  protection  sys- 
tems, and  customer  responses.  {See 
'Third  Party  Vendors,"  later  in  this  section 
for  more  details  on  programs  operated  by 
third  pames.) 

The  types  of  products  sold  —  Policies  end 
procedures  Should  include  the  criteria  the 


bank  will  um  to  salact  and  review  each 
type  of  product  sold  or  recommended. 

For  aaeti  type  of  product  sold  by  bank 
amployaos,  ttw  bank  should  identify  specif- 
ic laws,  regulations,  regulatory  conditions, 
and  any  othor  limitation  or  requirements, 
ineluding  qualitative  considerations,  that 
will  a>9resaly  govam  the  selection  and 
marketing  of  products  the  benk  will  offer. 
(S««  'Product  Selection,*  leter  in  this 
aeetion  for  furthar  discussion  of  these 
issues.) 

Examirwrs  should  review: 

•  The  process  the  benk  uses  to  select 
ttw  products  it  will  offer, 

•  What  ttw  bank  did  to  ensure  the 
products  meet  its  customers'  r>eeds 
and  expectations,  and 

•  How  well  the  bank  is  performing  an 
ongoing  analysis  of  the  appropriate- 
rtess  of  the  products  offered  for  sale. 

Examiners  will  also  assess  the  indepen- 
dence and  thoroughness  of  the  enelysis 
and  the  degree  to  which  the  bank  relies  on 
ratings  services.  Examiners  should  be 
critical  of  bank  managers  who  simply 
choose  products  that  generate  the  largest 
sales  fees  or  accept  what  a  third  pany  has 
to  offer  without  performing  an  independent 
analysis  of  the  suitability  of  the  products  to 
the  bank's  strategy  and  customer  mix. 

Examiners  should  not  give  the  impression 
that  the  agency  expects  bank  managers  to 
be  'stock  pickers*  or  thet  it  intends  to 
expend  or  limrt  the  types  of  products  banks 
offer.  Instead,  examiners  should  determine 
that  bankers  are  selecting  products  that 
generally  meet  their  customers'  needs. 

{See  'Third  Perty  Vendors,*  later  in  this 
section,  for  more  details  on  the  bank's 
oversight  roles  when  it  relies  on  its  third 
perty  vendor  to  select  products.) 

Policies  governing  the  permissible  uses  of 
benk  customer  informetion  —  Exeminers 
should  determir>e  that  bank  customer  infor- 
mation policies  address  the  permissible 
uses  of  such  informetion  for  any  purpose 
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associated  with  bank-ralatad  ratail  invast- 
mem  sales  sctivitY-  in  particular,  if  the 
bank  intends  to  use  customer  lists  to  tele- 
phone depositors  whose  certificates  of 
deposit  are  due  to  mature  to  inform  them 
ebout  alternative  investmem  products,  the 
policies  should  outline  steps  the  bank  will 
take  to  evoid  confusing  customers  as  to 
the  nsks  associated  with  nondeposit  irv 
vestment  products,  including  their  unin- 
sured nmiuTt. 

Banks  may  also  supply  customer  informa- 
tion lists  to  a  third  paay  vendor.  Supplying 
such  information  should  only  occur,  how- 
ever, after  bank  management  has  evaluated 
steps  The  third  perty  is  Uking  to  evoid 
confusing  customers  and  after  determining 
such  steps  are  consistem  wtth  benk  policy. 

Bank  management  elso  mey  wish  to  con- 
sider obtaining  a  lege!  opinion  concerning 
the  bank's  authority  to  share  customer 
information  with  third  parties. 

Communications  with  cuatomers  —  Exam- 
iners should  determine  whether  the  benk's 
policies  consider  the  need  for  periodic  end 
ongoing  communications  wrth  customers  to 
help  them  understand  their  investments 
and  to  remind  customers  periodically  that 
the  products  they  have  purchased  ere  not 
insured  deposits.  Policies  should  outline 
customer  communications  for  the  benk 
during  periods  of  market  stress  and  assign 
responsibilities  for  such  communications. 

Setting  and  Circumstances  of 
Nondeposit  Investment  Product 
Sales 

Banks  should  market  nondeposrt  products 
in  a  manner  that  does  not  mislead  or  con- 
fuse customers  as  to  the  nature  of  the 
products  or  their  risks.  The  senmg  and 
circumstances  surrounding  soles  of  invest- 
ment products  IS  fundamentel  to  ensuring 
that  customers  can  reedily  distinguish 
between  nondeposit  investment  products 
and  insured  deposits.  Examiners  will  deter- 
mine thet  bank  management  hes  estab- 
lished controls  to  distinguish  retail  deposn- 
taking  activities  from  the  promotion,  aale. 


and  subsequent  customer  relationships 
related  to  retail  nondeposit  investment 
sales. 

To  minimixe  cttftomer  confusion,  sales  of, 
or  recommendations  for,  nondeposit  invest- 
ment products  on  ttM  bank's  premises 
should  be  conducted  in  a  physical  location 
distinct  from  tna  va  wtiere  retail  deposits 
ere  taken.  Sigrts  or  ettwr  means  should  be 
used  to  distinouish  tfw  investment  sales 
area  from  ttie  retail  deposit-taking  area  of 
ttM  institution. 

In  tf>e  limited  situation  in  which  physical 
considerations  prevent  nondeposit  invest- 
ment product  operatioru  from  being  con- 
ducted in  a  distinct  area  of  the  bank,  a 
bank  has  a  heighterwd  resportsibiltty  to 
ensure  that  measures  are  in  piece  to  mini- 
mize customer  confusion.  To  minimize 
customer  confusion,  the  bank  should  make 
an  officer  responsible  for  each  of  the  loca- 
tions at  which  the  investment  product 
sales  will  take  place. 

The  bank  also  should  employ  signs  and, 
where  possible,  separate  desks  and  person- 
nel for  deposit-taking  and  Investment  prod- 
uct sales.  Investment  product  salespeople 
should  clearly  identify  themselves  by  the 
use  of  appropriate  methods  such  as  name 
tags  or  separate  business  cards.  In  banks 
where  the  investment  program  is  likely  to 
be  less  elaborate,  the  examiner  should 
determine,  at  a  minimum,  that  the  benk 
utilizes  the  wrrcten  and  oral  disclosures 
described  t>elow. 

in  no  ease  should  any  employee,  while 
located  in  the  routine  deposit-teking  area, 
such  as  the  teller  window,  meke  general  or 
specific  investment  recommendetions 
regarding  nondeposrt  investment  products, 
or  accept  orders  for  such  products,  even  if 
unsolicited.  Tellers  and  other  employees 
who  are  not  authorized  to  sell  nondeposit 
investmem  products  mey  only  refer  cus- 
tomers to  individuals  who  are  specifically 
designated  and  trained  to  assist  customers 
interested  in  the  purchase  of  such  prod- 
ucts. 
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Product  namaa  —  Banks  may  not  offar 
nondeposit  investmant  products  with  a 
product  name  identical  to  the  bank's  rtama. 
Names  that  imply  that  mutual  funds  are 
U.S.  government  guaranteed  also  are  pro- 
hibned. 

Banks  also  should  recognize  that  the  poten- 
tial for  customer  confusion  may  be  irv 
creased  if  the  bank  offers  nondeposit  prod- 
uct names  that  are  similar  to  the  bank's 
name.  If  the  bank  offers  such  nondeposit 
products  with  names  similar  to  the  bank's, 
n  should  design  sales  training  programs  to 
minimize  the  risk  of  confusing  customers. 

In  addition.  Securities  and  Exchange  Com- 
mission (SEC)  staff  have  issued  an  opinion 
that  common  names  between  a  bank  and  a 
mutual  fund  sold  or  marketed  by  or  through 
that  bank  are  presumed  to  be  misleading 
and  a  violation  of  the  Investment  Company 
Act  of  1940.  SEC  staff  contends,  howev- 
er, that  a  common  name  fund  can  rebut  the 
presumption  that  a  fund's  name  is  mislead- 
ing by  ensuring  that  the  cover  page  of  the 
prospectus  prominently  discloses  that  the 
fund's  shares  are  not  deposits  or  obliga- 
tions of  the  bank  and  are  not  federally 
insured. 

When  examining  investment  sales  pro- 
grams in  a  bank  that  is  selling  funds  with 
names  similar  to  the  bank's,  examiners  will 
evaluate  the  steps  that  bank  management 
has  taken  to  avoid  confusing  customers. 
The  greater  the  similarity  between  bank 
and  fund  names,  the  more  closely  examirv 
ers  will  scrutinize  all  aspects  of  a  bank's 
sales  program. 

Examiners  should  criticae  sales  programs 
in  which  fund  names  are  so  similar  to  the 
bank's  that  even  mitigating  circumstances 
are  unlikely  to  eliminate  customer  confu- 
sion. For  example,  it  may  be  acceptable 
for  'First  National  Bank*  to  offer  a 
nondeposit  investment  product  named 
"First  Fund*  as  long  as  the  bank  has  imple- 
mented sufficient  disclosures,  training,  and 
other  measures  to  mriigate  customer  con- 
fusion. Other  names,  however,  such  as 
'First  Bank  Fund"  or  "First  National  Fund' 


■re  so  similar  to  a  bank's  name  that  tfiey 
are  inappropriate  because  ttiey  are  inher- 
•ntly  eonfuaino. 

Examinars  and  bank  management  should 
also  ba  aware  that  tfta  potential  for  cus- 
tomer confusion  can  depend  on  the  context 
in  wttich  the  sales  are  taking  place.  For 
•xampia,  it  may  be  inappropnate  for  the 
First  National  Bank  to  offer  a  mutual  fund 
product  namad  *FNB  Money  Market  Fund' 
if  Rrst  National  Bank  were  also  offering  an 
insured  deposit  product  named  'FNB  Mon- 
ey Market  Account.* 

Overall  aattins  and  drcumstances  —  When 
reviewing  nondeposit  investment  product 
sales  operations,  examiners  should  not 
place  undue  weight  on  a  single  aspect  of 
the  setting  and  circumstances  of  the  sale. 
Each  bank's  saies  program  is  different,  and 
one  set  of  rules  may  not  cover  all  circum- 
stances or  provide  all  customers  with  the 
necessary  level  of  protection.  Before  judg- 
ing a  particular  bank's  operations,  examirv- 
ers  should  consider  how  the  various  ele- 
ments of  the  program  interact  and  whether 
the  elements  combined  mislead  or  avoid 
misleading  customers. 

The  following  example  illustrates  how  the 
combination  of  cenain  elements  can  poten- 
tially mislead  customers: 

An  employee  of  the  First  National  Bank 
sits  at  a  desk  in  the  lobby.  This  em- 
ployee sells  money  merket  mutual  funds 
and  renews  CDs.  The  employee  tells 
customers  about  two  products  the  bank 
is  offering:  the  FNB  Money  Market 
Fund,  an  uninsured  retail  nondeposit 
investmem  product,  and  the  FNB  Mon- 
ey Market  Account,  an  insured  deposit. 
This  employee  may  have  an  incentive  to 
market  the  uninsured  product  because 
the  employee  gets  a  commission  for 
selling  a  mutual  fund  but  receives  noth- 
ing for  selling  or  renewing  a  deposit. 

This  situation  could  confuse  customers. 
To  mitigate  customer  confusion,  the  bank 
should  ensure  that  the  employee  has  exten- 
aive  knowledge  of  the  products  being  sold 
end  that  the  employee  is  thoroughly  aware 
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of  customar  protection  iuuss.  Whan 
tellino  noninsured  products,  the  employee 
should  also  require  customers  to  sign  a 
new  eceount  form  acknowledging  that  the 
product  IS  not  insured. 

H  space  and  personr>el  limitations  appear  to 
increase  ttw  potential  for  customer  confu- 
sion, examiners  should  encourage  benk 
managemem  to  require  additional  training 
and  disclosures,  to  develop  signs  and 
product  names  that  elearty  distinguish 
among  the  products  being  sold,  and  to 
assure  that  compensation  for  selling  unin- 
sured and  insured  products  is  equalized. 
Examiners  should  expect  banks  with  non- 
deposit  investment  sales  programs  already 
in  operation  when  this  section  is  issued  to 
initiate  actions  immediately  to  conform  all 
aspects  of  the  setting  and  circumstances 
of  the  bank's  program  to  these  require- 
ments. In  particular,  banks  should  take 
immediate  steps  to  correct  any  elements 
that  could  confuse  customers. 

Disclosures  and  Advertising 

Disclosures 

Complete  and  accurate  disclosure  must  be 
provided  to  avoid  customer  confusion  as  to 
whether  a  bank-related  product  is  an  in- 
vestment product  or  an  insured  bank  de- 
posit. Examiners  should  determine  that 
banks  selling,  advertising,  or  otherwise 
marketing  nondeoosrt  investment  products 
to  retail  customers  provide  the  following 
product  disclosures  conspicuously:  Th« 
products  offered  (1)  era  not  FDIC  Insurad. 
(2)  are  not  depoeits  or  other  obligations  or 
guarantaai  of  the  bank,  and  (31  Involve 
investment  risks.  Including  possible  loes  of 
principal  amount  invested. 

The  minimum  disclosures  should  be  provid- 
ed to  the  customer: 

e  Orally  during  any  sales  presentation, 
e  Orally  when  investment  edvice  con- 
cerning nondeposit  Investment  prod- 
ucts IS  provided, 
e  Orally  and  in  writing  prior  to  or  at 
the  time  an  investment  eceount  is 
opened  to  purchase  these  products. 


•    in  advartisemants  and  other  promo- 
tiortai  matanals.  as  described  below. 

Examir>ars  will  determine  whettMr  ttwse 
disclosures  are  featured  conspicuously  in 
all  wrinan  or  oral  aales  presentations, 
advertising  and  promotional  materials, 
proapeetusas,  cenfirTnations,  and  penodic 
statements  that  include  ttie  neme  or  the 
logo  of  the  bank  or  an  affiliate. 

Advertisaments  and  brochures  also  should 
feature  these  disclosures  at  leest  es  large 
as  ttte  text  describing  ttw  bank's  nondepos- 
it investment  products.  The  OCC  believes 
that  theaa  disclosures  are  conspicuous 
when  they  appear  on  ttie  cover  of  a  bro- 
chure or  on  the  first  pan  of  relevem  writ- 
ten text.  A  bank's  disclosures  could  also 
be  considered  conspicuous  if  rt  pnnts  the 
required  disclosures  in  a  box  or  by  display- 
ing ttiem  in  bold  type  or  with  bullet  points. 

The  bank  ahould  obtain  a  signed  statement 
acknowledging  such  disclosures  from 
customers  at  the  time  a  retail  nondeposit 
investment  account  is  opened.  For  ac- 
counts established  before  issuance  of  this 
aection,  the  bank  should  consider  obtaining 
such  a  signed  statemem  pnor  to  the  next 
Bale.  If  ttte  benk  solicits  customers  by 
telephone  or  mail,  it  should  be  assured  that 
customers  agreeing  to  purchase  nondeposit 
investment  products  receive  the  disclosure 
ecknowledgemem  form  when  they  open  a 
new  eceount.  A  bank  should  also  request 
all  customers  wtvs  previously  opened  in- 
vestment accoums  by  mail  without  receiv- 
ing these  written  disclosures  to  sign  and 
return  a  disclosure  ecknowledgemem  to 
the  bank. 

Confirmations  and  account  statements  for 
nondeposit  investmem  products  should 
contain  at  least  ttte  minimum  disclosures  if 
the  confirmstion  or  account  statement 
contains  xhm  name  or  logo  of  the  bank  or 
its  affiliate.  If  a  customer's  periodic  depos- 
it eceount  statemem  includes  eceount 
information  about  rtondeposit  investment 
products,  the  benk  should  clearly  separate 
that  inf ormetion  from  information  about  the 
deposit  account.  Tt>e  material  on  the  cus- 
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tonier't  periodic  deposit  account  relating  to 
nondeposit  investment  products  siso 
should  begin  with  ttte  disclosures  described 
above  as  well  as  ttM  identitY  of  the  entity 
conducting  the  nondeposit  transaction. 

Where  applicable,  examiners  should  deter- 
mine that  the  benk  has  made  additional 
disclosures  described  in  the  Imeragency 
Statement  regarding  affiliate  relationships 
and  specific  fees  and  penalties. 

Some  disclosure  obligations  may  arise  from 
the  roles  a  bank  or  a  bank  affiliate  may 
play  in  the  distribution,  administration, 
and/or  management  processes.  For  exam- 
ple, a  bank  should  disclose  remuneration 
received  for  performing  investment  advi- 
sory services  and  administrative  services 
such  as  shareholder  accounting.  This 
disclosure  obligation  may  be  met  through 
fee  disclosures  in  a  prospectus.  If  the 
prosoectus  does  not  include  such  fee  dis- 
closures, the  bank  must  make  the  disclo- 
sures by  some  other  meens.  State  law 
reauirements  may  also  govern  fee  disclo- 
sures. 

Additional  disclosure  responsibilities  may 
occur  because  of  the  manner  in  which 
nonaeoosit  investment  products  ere  mar- 
keted. Examiners  should  determine  wheth- 
er public  statements  about  the  selection  of 
the  products  a  bank  offers  are  reasonable. 
As  an  examole.  if  management  represents 
to  customers  that  rt  has  performed  an 
inOeoendent  analysis  of  the  product  select- 
ed, the  examiner  should  determine  that  the 
bank  has  actually  done  so.  Examiners  will 
also  evaluate  management's  disclosure  to 
prosoective  customers  of  ratings  applicable 
to  a  paaicular  product,  including  the  source 
o1  the  rating.  If  ratings  are  used  to  pro- 
mote certain  products,  examiners  should 
expect  bank  management  to  review  wheth- 
er the  bank  will  disclose  ratings  changes 
and,  if  so.  determine  how  such  disclosures 
will  occur. 

Examiners  should  also  determine  whether 
8  bank-related  sales  program  includes  any 
written  or  oral  representations  to  custom- 
ers concerning  insurance  coverage  proviOed 


by  any  other  antitY  apart  from  FDIC,  ».g.. 
the  SecurrtMS  investor  Protection  Corpora- 
tion (SIPC),  a  state  insurance  fund,  or  an 
insuranca  company.  H  ttwae  types  of 
representations  are  made,  examirwrs 
should  determine  whether  treining  concenv 
ino  diffarertees  in  irtsuranca  coverage  is 
provided  to  appropriate  personnel.  Appro- 
priate persormal  includes  anyone  who  is 
likely  to  respond  to  ctistomer  inquiries  or 
individuals  designated  to  sell  such  prod- 
ucts. Examiners  should  also  determine  if 
«vrinen  or  oral  explanations  of  the  differ- 
ences in  coverage  are  provided  to  all  cus- 
tomers. 

Advertising 

Examiners  should  assess  the  procedures 
the  benk  uses  to  ensure  that  bank-related 
sales  advertisemems  are  accurate,  do  not 
misleed  customers  about  the  nature  of  the 
product,  and  include  required  disclosures. 
For  example,  claims  about  *no  fees*  or  'no 
cherges'  are  not  accurate  if  the  selling 
benk  collects  fees  for  investmem  advisory 
services  or  collects  fees  for  shareholder 
eccounting  on  the  product  or  service  being 
edvenised.  In  this  esse  a  bank  could  claim 
that  there  are  no  "aales"  charges  and  irv 
form  reeders  that  a  description  of  other 
cherges  is  contsined  in  the  prospectus. 

Examiners  should  determine  that  the  bank 
does  not  imply  in  advertising  or  in  wrmen 
and  oral  presemattorts  that  the  benk  stands 
behind  en  investmem  product. 

The  bank's  marketing  departmem  should 
not  be  solely  responsible  for  benk-related 
investment  ssles  edvertisements.  The 
issuer,  or,  if  e  mutuel  fund,  the  distributer, 
may  prepare  edvenisemems  of  specific 
investment  products  thet  conform  to  stand- 
ards developed  by  self-regulatory  organi- 
zations such  as  NASD.  Senior  benk  men- 
agement  should  appoint  an  officer  respon- 
sible for  ensuring  thet  benk  investment 
edvertisements  es  well  es  edvertisements 
prepared  by  another  party  that  make  refer- 
ence to  the  benk,  or  eny  edvertisement 
used  in  benk-releted  sales,  ere  accurate, 
not   misleeding,   end   include   all  required 
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dtsdosuru. 

Suhabnity 

CoruisTsnt  with  the  Rutof  of  Fair  Pricnce, 
the  OCC  expecu  banks  to  determine 
whether  a  product  being  recommer^ed  is 
an  appropriate  investmem  for  the  custom- 
er. Banlcs  should  ensure  that  any  salespeo- 
ple involved  in  bank-related  sales  obtain 
sufficient  information  from  customers  to 
enable  the  salesperson  to  make  a  judgment 
about  the  surtability  of  recommendations 
for  particulir  customers.  At  a  minimum, 
surcability  inquiries  should  be  made  consist- 
errt  with  the  Rules  of  Fair  Practice  con- 
cerning the  customer's  financial  and  tax 
status,  investment  objectives,  and  other 
factors  that  may  be  relevent,  prior  to  mak- 
ing recommendations  to  the  customer. 
This  information  should  be  documented 
and  updated  periodically. 

A  well-documented  suitability  inquiry  can 
protect  a  bank  from  dissatisfied  customers 
who  threaten  litigation.  Such  litigation 
could  introduce  risk  to  the  bank's  capnal. 
Accordingly,  the  OCC  may  view  banks 
operating  a  retail  securities  business  with- 
out appropriate  suitability  procedures  to  be 
engaging  in  an  unsafe  and  unsound  prac- 
tice. 

Many  banks  use  software  programs  that 
document  investor  profiles  to  assist  in 
mailing  suitability  judgmenu.  Each  profile 
IS  based  on  a  customer's  responses  to 
incuines  as  to  his  or  her  financial  and  rele- 
vant personal  history.  The  softwere  pro- 
gram subsequently  matches  the  customer's 
investment  needs  and  objectives  to  the 
bank's  available  products.  This  type  of 
software  IS  a  tool,  not  a  substitute  for 
professional  judgement;  it  should  not 
weight  bank  proprietary  products  too  heevi- 
ly  or  bank  deposits  too  lightly. 

One  example  of  a  critical  suitability  deter- 
mination involves  sales  to  elderly  benk 
customers.  Many  of  these  customers  rely 
upon  investments  or  savings  for  retirement 
income  and  may  consequently  demand  high 
yields.    They  may  not,  however,  have  the 


•bilny  to  absorb  or  recover  losses.  A 
nondeposit  investmant  salesperson  should 
■iao  be  aware  that  it  is  especially  important 
to  make  a  earaful  suitability  recommenda- 
tion «vtt«n  dealing  with  a  surviving  spouse 
who  is  not  experienced  in  investment 
manors. 

ExamiTwrs  ahould  investigate  potential 
suitability  problems  in  mutual  fund  sales 
when  reviewing  "breakpoints'  and  'leners 
of  intent.*  Breakpoints  are  discounts  that 
are  available  to  irivestors  who  purchase  a 
large  emount  of  mutual  fund  shares  in  a 
lump  sum  or  as  part  of  a  cumulative  invest- 
ment program  i».g.  under  a  'lener  of  in- 
tent*). The  potential  for  abuse  usually 
occurs  wtien  the  sale  of  several  different 
mutual  fund  shares  takes  place  in  quenti- 
ties  just  below  the  level  at  which  the  pur- 
chaser would  qualify  for  reduced  sales 
charges  on  eny  one  of  the  funds. 

Examir>ers  should  determine  whether  a 
bank  officer  has  been  essigned  responsibili- 
ty for  implememing  mtvi/or  monitoring  the 
suitability  system.  The  examination  ap- 
proach should  focus  on  the  system  the 
bank  has  in  place  to  make  suitability  inquir- 
ies, suitability  judgements,  and  periodic 
account  reviews.  Examiners  generally 
should  review  sales  panems  rather  than 
individual  aales  for  suitability  issues.  To 
determine  the  types  of  sales  to  test  for 
surtability,  examir>ers  should  investigate 
marketing  programs  that  target  a  class  of 
customers,  customer  complaints,  sales  to 
first-time  and  risk-averse  investors,  ssles 
mede  by  high-  or  low-volume  salespersons, 
volatile  and  new  products,  and  the  exist- 
ence of  mutual  fund  redemptions  after 
relatively  shon  holding  periods. 

Qualifications  and  Training 

Banks  should  implement  detailed  training 
programs  to  ensure  that  sales  personnel 
heve  thorough  product  knowledge  (es 
opposed  to  simple  sales  training  for  a 
product)  and  understand  customer  protec- 
tion requirements.  Examiners  should  as- 
sess the  process  the  benk  uses  to  ensure 
that  sales  personnel  are  properly  qualified 
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and  adequately  trained  to  sell  all  bank- 
related  nondeposit  investment  products.  H 
bank  personnel  sell  or  recommend  securi- 
ties, the  training  should  be  substantively 
equivalent  to  that  required  for  personnel 
qualified  to  sell  securities  as  registered 
representatives.  Securities  industry  train- 
ing is  available  in  most  metropolitan  areas. 

Examiners  also  should  determine  that  the 
bank's  audit  and  compliance  personnel  and 
persons  with  supervisory  responsibilities 
are  properly  trained  and  knowledgeable. 

A  bank's  hiring  practices  and  training  plan 
should  be  designed  around  the  complexity 
and  risks  of  the  particular  investment  prod- 
ucts being  offered.  While  it  may  be  appro- 
priate to  have  a  banking  generalist  with  no 
securities  industry  backgr:.und  sell  money 
marker  mutual  funds,  it  could  be  inappro- 
priate to  allow  this  individual  to  sell  fixed- 
rate  annuities  without  extensive  training. 

If  individuals  with  securities  industry  expe- 
rience are  hired  to  sell  investment  products 
for  banks,  they  should  hove  an  understand- 
ing of  securities  industry  customer  protec- 
tion anc  control  systems  end  have  en 
adeouate  knowledge  of  the  products  being 
offered.  Since  they  mey  not  be  familiar 
with  general  banking  regulations  and  may 
not  understand  the  needs  of  bank  custom- 
ers, banks  should  also  ensure  that  these 
individuals  are  instructed  as  to  the  special- 
ized obligations  of  selling  investment  prod- 
ucts in  a  retail  banking  environment.  Ex- 
aminers should  expect  management  to 
check  with  securities  regulators  to  deter- 
mine if  potential  bank  sales  employees  wnh 
previous  securities  industry  experience 
have  a  disciplinary  history. 

Banks  engaging  in  lower  volume  mutual 
fund  and  annuity  sales  frequently  tram 
existing  bank  employees  to  sell  investment 
products  Examiners  should  determine  that 
bank  management  is  satisfied  thet  these 
individuals  have  acquired  'product  knowl- 
edge. *  end  thoroughly  understand  the  need 
to  safeguard  the  customers'  interests. 
More  specialized  'product  knowledge' 
training  is  generally  provided  by  the  mar- 


kating  division  of  a  mutual  fund  sponsor  or 
anottwr  third  party  vendor.  Bank  staff 
ahould  also  rsceive  customer  protection 
and  compiianes  training. 

Examiners  should  determine  whether  a 
bank  efficar  has  b««n  aaaigned  responsibil- 
ity for  ansuring  that  adequate  training  is 
provided  to  bank  staff,  and  for  reviewing 
the  hirirtg  and  training  practices  of  a  third 
party  vendor. 

Compensation 

Incantiv*  eompartastion  aystems.  which  are 
standard  in  the  aacurities  and  insurance 
businesaas,  are  becoming  increasingly 
common  in  commercial  banking.  Personnel 
who  are  authorized  to  aell  nondeposit 
investmem  prqducts  may  receive  incentive 
compensation,  such  as  commiasions.  for 
transactiona  antarad  imo  by  customers. 
However,  incentive  eomperuation  pro- 
grams must  not  be  structured  in  such  a 
way  as  to  result  in  unsuitable  recommenda- 
tions or  sales  being  made  to  customers. 

An  improperly  designed  compensation 
system  can  provide  a  bank  employee  with 
the  incentive  to  place  his  or  her  own  com- 
pensation imereru  above  the  interests  of 
bank  customers.  Exeminers  should  essess 
the  steps  management  has  taken  to  ensure 
that  compensation  progrems  do  not  oper- 
ate as  an  incentive  for  salespeople  to  make 
unsurtable  recommendations  or  sales  to 
customers. 

One  wey  to  evoid  heving  tf>e  compensation 
system  drive  the  recommendetion  toward 
mutual  funds  and  away  from  certificate  of 
deposn  renewals  would  be  to  separate  the 
nondeposit  investmem  product  sales  and 
CD  renewal  functions.  Alternatively,  if 
employees  are  permitted  to  offer  both 
deposits  and  nondeposit  investment  prod- 
ucts, a  bank  could  reduce  the  temptation 
by  compensating  the  employee  for  rerww- 
ing  maturing  deposits  as  well  es  for  selling 
nondeposit  investment  products.  Examin- 
ers should  discuss  with  benk  menegemem 
where  appropriate  the  methods  used  to 
avoid  possible  conflicts  of  interest  poten- 
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tially  irising  from  the  bank's  companf  ation 
plan. 

To  mvestigate  whettwr  tncantiva  compen- 
sation tchcmas  could  induce  Miespersons 
to  recommend  products  with  higher  com- 
missions over  a  more  suitable  option,  ex- 
aminers should  look  to  customer  com- 
plaints and  to  sales  pattems  rather  than  to 
individual  sales.  For  example,  an  examiner 
can  look  for  instances  in  which  sales  for  a 
particular  product  increased  after  changes 
to  an  incentive  compensation  system. 

Examiners  also  should  expect  a  bank  to 
increase  its  supervision  of  sales  programs 
as  rt  increases  rts  incomive  compensation. 
Examiners  should  be  critical  of  supervision 
that  does  not  take  into  account  the  possi- 
bility that  recommendations  for  purchases 
of  nondeposrt  investmem  products  could 
be  influenced  by  the  incentive  compensa- 
tion scheme. 

If  the  overall  sening  and  circumstances  of 
a  bank's  investment  sales  program  appears 
to  be  only  marginally  satisfactory,  examin- 
ers should  regard  higher  incentive  compen- 
sation on  certain  investment  products  and 
lower  compensation  on  deposits  and  other 
investment  products  as  having  the  poten- 
tial for  causing  serious  problems.  In  this 
case  the  compensation  system  rtself  should 
)usti<y  an  increase  in  the  level  of  bank 
management  supervision.  If  supervision  is 
not  aOeauate,  the  examiner  should  crrticize 
the  comoensation  system  and  other  objec- 
tionable factors  in  the  setting  and  circum- 
stance of  the  sale. 

Bank  supervisory  employees  who  review 
and  aporove  individual  sales,  accept  new 
accounts,  and  review  established  customer 
accounts  should  not  receive  incentive 
compensation  based  on  the  profrtabilrty  of 
individual  trades  or  eccounts  that  are  sub- 
ject to  their  review.  Similarly,  department 
auditors  or  compliance  personnel  should 
not  paaicipate  in  incentive  compensation 
programs  that  are  based  directly  on  the 
success  of  sales  efforts  nor  should  they 
report  to  a  manager  who  receives  this  type 
of  incentive  compensation.     In  addition. 


bank  managamant  should  not  raly  on  third 
party  ■udit  and  control  systems  if  that 
vartdor't  controi  personnel  receive  transac- 
tipn-b«««d  ineamiva  compensation. 

Bank  amployMS,  including  tellers,  msy 
racaiva  a  ona>tima  nominal  fee  of  a  fixed 
dollar  amount  for  each  customer  referred 
for  norwlaposit  invaatmam  products.  The 
paymam  of  this  rafarral  fee  should  not 
dapand  on  «vh«thar  the  rafarral  results  in  a 
transaction. 

Rdueiary  Accounts 

Pursuant  to  1 2  CFR  9 . 1  lid) ,  examiners  will 
review  the  invastmenu  held  by  national 
banks  as  fiduciary  to  determine  whether 
such  investments  are  in  accordance  with 
law,  1 2  CFR  9,  and  sound  fiduciary  princi- 
ples, in  so  doing,  ttiey  will  ensure  that  the 
bank  has  complied  with  ell  applicable  state 
and  federal  rastrictiorrs  on  investment 
transactions  involving  the  bank's  fiduciary 
accounu. 

Under  12  CFR  9.12,  national  bank  fiduci- 
aries may  not  invest  funds  held  as  fiduciary 
in  the  stock  of  organizations  with  which 
there  exists  such  a  connection  as  may 
affect  the  exercise  of  the  best  judgment  of 
the  bank  in  acquiring  the  stock,  unless 
there  exists  specific  authority  for  such  an 
investment  in  the  governing  instrument, 
local  law,  a  coun  order  or  through  con- 
sents from  all  beneficierles.  As  to  ac- 
counts subject  to  the  Employee  Retirement 
Income  Security  Act  of  1974,  such  invest- 
ments must  be  within  the  authority  of  that 
Act.  These  principles  govern  purchases  of 
a  bank's  proprietary  products,  such  as 
bank-advised  mutual  funds  and  private 
labal  mutual  funds  for  fiduciary  accounts. 

In  addition,  pursuant  to  12  CFR  9.1 1ld). 
exeminers  will  determine  thet  fiduciory 
purchases  end  retention  of  bank  proprietary 
products  for  fiduciary  accounts  are  in 
accord  with  aound  fiduciary  pnnciples. 
This  requires  that  even  if  specific  euthority 
exists  for  fiduciery  accounts  to  purchase  or 
retain  bank-advised  or  bank  private  label 
mutual  funds,  the  aaaets  must  be  appropn- 
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ate  for  aach  account.  The  invattmant 
must  be  consistent  with  the  purpose  for 
which  each  account  was  created,  and 
suitable  for  the  beneficial  imerest  holders 
of  eech  accoum.  This  requirennem  exists 
as  to  purchases  for  individual  accoums, 
and  for  conversioru  of  collective  invest- 
ment funds  to  bank-advised  mutual  funds. 

Twelve  CFR  9.7  requires  banks  to  conduct 
initial  and  annual  reviews  of  each  fiduciary 
accoum  as  well  as  a  separate  review  of  all 
securities  by  issuer  to  ensure  compliancfr. 
with  these  requirements.  These  reviews 
include: 

e  A  documented  review  of  each  ac- 
count to  determine  that  the  assets 
of  that  account,  including  any  propri- 
etary products,  meet  the  investment 
obiectives  of  the  account.  In  struc- 
turing the  account  portfolio,  the 
fiduciary  must  consider  the  provi- 
sions of  the  document  establishing 
tne  account.  The  review  must  also 
take  into  account  the  needs  of  the 
beneficial  interest  holders.  This 
review  should  address  the  issues  set 
form  in  the  Comptroller's  Handbook 
for  Fitiuciery  Activities.  "Portfolio 
Management." 
•  A  documented  annual  review  of  all 
assets  by  issuer,  including  propri- 
etary products.  This  review  should 
consider  the  quality  of  fund  marf- 
agement.  fee  structure,  risk  diversifi- 
cation and  anticipated  rates  of  re- 
turn. It  should  also  address  the  con- 
siderations set  fonh  m  the 
Comptroller's  Handbook  for  Fiduciary 
Activities,  "Investments." 


Compliance  Program 

Banks  must  maintain  compliance  programs 
capable  of  verifying  compliance  with  the 
guidelines  specified  in  the  Interagency 
Statement  and  wrth  eny  other  applicable 
rcQuirements.  Banks  should  perform 
nondeposit  investment  compliance  pro- 
grams independently  of  investment  product 
sales  and  management.  At  a  minimum,  the 
compliance  function  should  include  a  sys- 


tem to  monitor  customer  complaints  and  to 
review  customer  accoums  penodically  to 
detect  and  prevent  abusive  practices. 

Examiners  reviewmg  ttie  compliance  opera- 
tions of  a  bank  offenng  a  variety  of  retail 
investment  products  should  ensure  that  ttie 
bank  has  comprehensive  seH-regulatory 
policies  and  ttwt  it  is  conducting  an  ongo- 
ing comparison  of  the  bank's  investment 
sales  practices  with  its  stated  investment 
policy.  In  banks  with  a  less  elaborate 
investment  sales  progrem,  where  an  inter- 
nal auditing  group  mey  perform  all  of  the 
bank's  compliance  functioru,  the  exemir>er 
should  eruure  that  ttiese  euditors  are  peri- 
odically compenng  sales  practices  with 
policy. 

Individuals  performing  ttie  audit  or  compli- 
ance of  the  bank's  investment  program 
should  be  queiified  and  should  have  the 
r>ecessary  experience  to  perform  the  as- 
signed tasks.  Compliance  personrwl  should 
also  engage  in  ongoing  training  to  keep 
abreast  of  emerging  developments  in  bank- 
ing and  securities  lews  and  regulations. 

Banks  can  establish  independence  of  audit 
or  compliance  personnel  if  such  personnel 
determine  the  scope,  frequency,  and  depth 
of  their  own  reviews;  report  their  findings 
directly  to  the  boerd  of  directors  or  en 
eppropriete  commmee  of  the  boerd;  heve 
their  performance  evaluated  by  persons 
independem  of  the  investment  product 
seles  function;  end  receive  compensstion 
that  IS  not  connected  to  the  success  of 
investment  product  sales. 

Benk  complience  progrems  should  be  mod- 
eled after  those  in  the  securities  business 
where  it  is  customery  for  compliance  per- 
sonnel to  conduct  reguler  end  frequent 
customer  account  reviews  in  order  to 
detect  end  prevent  ebuses.  The  extent  and 
frequency  of  customer  eccount  supervision 
should  be  dicteted  by  the  eggressiveness 
of  the  seles  program  and  the  riskiness  of 
products  beir>g  offered. 

Examiners  should  expect  the  bank  to  as- 
sign individuels  independent  of  the  seles 
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force  to  review  periodiullY  customar  re- 
sponses to  suttabilrtY  inQurries  and  to  com- 
pare these  responses  to  the  type  and  vol- 
ume of  aceourrt  activrty  to  determine 
whether  the  acTivrty  in  an  account  ts  appro- 
pnate.  If  account  activrty  is  unusual  rela- 
tive to  the  customer's  stated  obfactives 
and  risk  tolerance,  or  if  account  activity  is 
bnsk  relative  to  ttie  size  of  a  customer's 
investmem  or  past  practices,  management 
should  make  follow-up  inquiries  to  deter- 
mine if  the  activrty  serves  the  best  inter- 
ests of  the  customer. 

If  examinations  or  routine  oversight  by 
bank  management  indicates  that  suitability 
problems  may  exist,  bank  management  is 
expected  to  conduct  its  own  review  of  all 
affected  accounts  and  to  institute  correc- 
tive actions.  If  rt  is  determined  that  cus- 
tomers may  have  been  disadvantaged, 
corrective  actions  should  be  designed  on  a 
case-by-case  basis  and  may  include  full 
explanations  to  customers  and,  where 
appropriate,  offers  to  rescind  trades. 

Customer  complaints  are  an  Indication  of 
potential  problems  that  warrant  a  prompt 
account  review.  Examiners  should  expect 
the  bank  to  assign  a  bank  officer  who  is 
mdepenoent  of  the  sales  force  the  resporv 
sibility  for  approving  the  resolution  of 
complaints  or  reviewing  the  resolution  of 
complaints  by  a  third  party  vendor.  The 
examiner  should  evaluate  the  system  for 
assuring  that  all  complaints  (wrrrten  and 
oral)  receive  management's  attention  by 
reviewing  the  bank's  audri  of  the  complaint 
resolution  system. 

Managers  of  high-volume  investment  sales 
programs  also  often  use  automated  excep- 
tion repoaing  systems  to  flag  potential 
problems  before  customers  complain. 
Such  systems  monrtor  product  sales  and 
the  performance  of  salespersoru.  If  the 
bank  has  such  systems  in  place,  and  if  the 
repoas  show  significant  volumes  of  mutual 
fund  reOemptions  after  short  holding  peri- 
ods, examiners  should  review  the  steps 
management  has  taken  to  investigate 
whether  the  product  is  being  sold  properly. 


If  Mfty  redemptions  are  restricted  to  one 
salesperson  or  one  branch,  management 
can  reasonably  conclude  that  the  problem 
is  localized.  However,  eerly  redemptions 
occurring  throughout  ttw  sales  network 
may  indicate  that  something  is  wrong  with 
the  product  itself  or  writh  the  treining  pro- 
vided to  salespeople.  Similarly,  if  reports 
indieate  that  a  salesperson  is  selling  one 
type  of  product  almost  exclusively,  man- 
agement may  need  to  review  that 
individuars  parformartce  or  traming. 

Utlimataly,  ttw  way  for  bank  martagement 
to  assure  itself  ttiat  tt>e  securities  salesper- 
sons are  providir^  the  required  disclosures 
artd  making  suitable  recommendations  to 
customers  is  to  'test'  tt>e  sales  program. 
Effeeth^  'tests*  can  be  conducted  in 
aeveral  ways.  Larger  banks  sometimes 
employ  'testers*  who  pose  as  prospective 
customers  and  test  tt>e  seles  presentations 
for  a  variety  of  issues  including  sdherence 
to  customer  protection  standards.  Many 
other  welMnenaged  banks  <of  all  sizes) 
have  instituted  follow-up  programs  to 
verify  that  their  customers  understood  their 
investment  traruactions.  A  bank  manager, 
who  is  independent  of  the  sales  force,  may 
telephone  customers  a  few  days  after  an 
investment  eccount  is  opened  or  an  unusu- 
al transaction  has  taken  place.  The  manag- 
er will  determine  rf  the  customer  under- 
stands what  he  or  she  has  purchased; 
understands  the  risks,  including  the  unin- 
sured nature  of  ttw  product:  understands 
the  bank's  role  in  the  transaction;  and  can 
generally  confirm  responses  to  a  surtabiiity 
inquiry  previoualy  provided. 

A  bank  officer  usuelly  can  determine  if  a 
customer  understands  an  investment  by 
asking  the  customer  to  describe  rts  general 
features.  The  customer  should  be  able  to 
descritM  how  the  product  works  and  its 
nsks  rather  than  simply  recne  what  he  or 
ahe  hopes  to  gain  from  the  paaicular  irv 
vestment.  Managers  usually  also  deter- 
mine rf  the  customer  is  satisfied  with  the 
product  end  service  or  has  any  problems  or 
suggestions  for  improving  service.  If  a 
bank  institutes  a  telephone  follow-up  pro- 
gram, it  ahould  maimain  a  record  of  cort- 
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versations  with  customers  to  resolve  prob- 
lems or  disputes  that  may  arise  at  a  later 
date. 

'Negative  consent*  taners  (e.p.,  notices 
informing  customers  that  unless  they  ob- 
ject, the  bank  assumes  the  customer  urv 
derstands  and  does  not  object  to  the  trans- 
actions) may  be  a  useful  element  in  a 
compliance  program  but  should  not  be  the 
sole  means  of  verifying  that  customers 
understand  nondeposit  investment  product 
transactions  and  the  bank's  role  in  the 
process. 

Examiners  should  determir>e  whether  a 
bank  officer  has  been  assigned  the  resporv 
sibiliTy  for  assuring  that  the  bank  adeauate- 
ly  monitors  the  nondeposit  investment 
accounts  of  customers.  Examiners  should 
also  determine  whether  the  officer  has 
developed  or  is  developing  a  system  to 
monitor  the  customer  account  reviews  of 
outside  vendors  operating  bank-related 
sales  programs. 

Oversight  of  Third  Party  Vendors 

When  a  bank  uses  a  third  party  vendor  to 
sell  nonoeposrt  investment  products,  the 
bank's  board  of  directors  must  adopt  a 
wrinen  policy  addressing  the  scope  of  the 
activities  of  the  third  pany,  as  well  as  the 
proceoures  the  bank  intends  to  use  for 
monitoring  the  third  perry's  compliance 
with  the  Interagency  Statement. 

To  select  the  third  perry  vendor  and  moni- 
tor the  ongoing  acceptability  of  the  vendor, 
bank  management  usually  reviews  the 
vendor's  experience  in  the  business  and 
the  venoor's  financial  statement.  Bank 
management  also  usually  contacts  other 
banks  with  which  the  vendor  has  done 
business  for  references.  Examtnerg  should 
also  expect  that  bank  management 
checked  with  the  vendor's  regulator  before 
It  entered  into  an  agreement  wrth  the  ver>- 
dor  and  that  management  has  continued  to 
review  reports  furnished  to  the  vendor  by 
Its  regulatorlsl. 

Bank    management    should    enter   into    a 


wrmen  a0r«am«nt  with  a  third  party  ven- 
dor th«t  hiu  b«en  approved  by  the  bank's 
board  of  diractors  before  tt>e  vendor  is 
parmittad  to  offer  nondeposit  investment 
products  to  the  bank's  customers.  The 
aoraemam  should  outline  the  duties  and 
rasponsibiiitMS  of  each  party  and  should 
inciuda  a  description  of  all  of  the  activities 
the  third  party  is  parmined  to  engage  in  on 
the  bank's  pramisas.  The  agreement  also 
should  8«t  forth  terms  for  the  use  of  the 
bank's  space,  personnel,  and  equipment  as 
wall  as  eomperuation  arrangements  for 
personnel  of  the  bank  and  the  third  perty. 
The  agreemem  also  should: 

e    Specify  that  tt>e  third  party  will  com- 
ply   with    all   applicable    lews    and 
regulations  and  will  act  consistently 
with  the  provisions  of  this  temporary 
iruart,     eapecialiy    the    provisions 
relating  to  customer  disclosures, 
e    Authorize  tt>e  bank  to  monitor  the 
third  party  by  periodically  reviewing 
and  verifying  that  the  third  party  and 
its  sales  representatives  are  comply- 
ing   with    its    agreement    wrth   the 
bank,  with  all  applicable  laws  and 
regulations,  and  with  the  provisions 
of  this  temporary  insert, 
e    Specify  the  type,   scope,   and  fre- 
quency of  reporu  the  third  party  is 
to  furnish  to  bank  management  to 
permit  bank  management  to  fulfill  its 
oversight  responsibilities, 
e    Authorize    the    institution    and   the 
OCC  to  have  access  to  appropnate 
records  of  the  third  party, 
e    Require  the  third  perry  to  agree  to  in- 
demnify the  bank  for  any  liability 
that  resulted  from  third  peny  invest- 
ment product  sales  program  actions, 
e    Set  forth  the  training  which  the  bank 
expects    its    employees    and    third 
pany  personnel  to  possess,  and 
e    Provide  for  written  employment  con- 
tracu   between  the  bank  and  the 
third  party  vendor's  employees. 

ExamirMrs  will  review  the  agreement  to 
determine  that  it  specifies  that  the  third 
party  vendor  will  comply  with  all  applicable 
requirements  contained  in  the  Interagency 
Statement.  Exeminers  also  will  review  the 
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■grMment  to  det«rmin«  if  it  incJudas  provi- 
sions regsrding  bank  oversight  and  axsmin- 
ar  access  to  appropriate  records,  tt  is 
expected  that  compliance  with  the  agree- 
nnem  will  be  periodically  monitored  by  the 
instrtution's  senior  rrtanagement. 

Before  entering  imo  an  agreemerrt  with  a 
third  party  vendor,  bank  management  also 
should  be  satisfied  that  the  vendor  uses  a 
product  selection  process  similarto  the  one 
outlined  below.  Banks  relying  on  a  third 
party  vendor  to  select  products  also  should 
understand  and  agree  with  the  vendor's 
method  of  analysis  and  document  its  con- 
currence with  that  method.  Ex8mir>ers 
should  determine  whether  management  has 
understood  and  concurred.  Bank  manage- 
ment should  periodically  investigate  the 
vendor's  product  selection  process  to 
ensure  that  rt  continues  to  be  appropriate 
to  the  bank's  customer  mix.  Examiners 
also  should  determine  whether  bank  man- 
agement understands  and  agrees  with 
contingency  plans  developed  by  the  third 
pany  vendor  and  the  product  issuer  to 
respond  to  customer  orders  during  unusual 
surges  in  redemptions. 

To  fulfill  Its  oversight  responsibilities,  it  is 
expecied  that  bank  management  will  re- 
ceive various  reports  from  the  third  party 
vendor  and  have  access  to  the  vendor's 
aoprooriate  records.  The  repons  received 
will  vary  with  the  scope  of  the  sales  pro- 
gram and  should  be  tailored  to  the  needs  of 
the  institution.  The  reports  should  always 
include  a  list  of  all  customer  complaints 
and  their  resolution.  Other  reports  that 
may  facilitate  bank  management's  over- 
sight role,  could  include: 

•  A  periodic  listing  of  all  new  account 
ooenings  and  descnptions  of  the 
initial  trades; 

•  A  list  of  significant  or  unusual  Ifor 
the  customer)  individual  sales  during 
a  reporting  period: 

•  Sales  reports  by  product,  salesper- 
son, and  location  during  a  reporting 
period:  and 

•  Reports  of  internal  compliance  re- 
views of  customer  accounts  originat- 
ed at  the  bank  and  reports  fumished 


to  ttw  third  party  vendor  by  its  regu- 
lator(s)  on  at  laast  an  annual  basis. 

Bank  managamant  must  monitor  compli- 
ance by  third  party  vendors  on  an  ongoing 
baaia.  Saruor  bank  managers  will  be  ex- 
pected to  anaura  that  specific  individuals 
amployad  by  the  bank  and  by  the  third 
party  vendor  are  responsible  for  each  activ- 
ity outlinad  in  the  bank's  investment  sales 
policy.  Tha  degree  of  bank  management's 
invohrement  ahoutd  be  dictated  by  the 
types  of  products  being  offered,  the  vol- 
ume of  aalas,  the  nature  of  customers' 
complaints,  and  the  effectiveness  of  the 
third  party  vendor's  customer  protection 
systems. 

Senior  bank  management  also  should  ap- 
poim  an  officer  resporuible  for  ensunng 
that  bank  investment  advertisements  as 
well  as  advertisements  prepared  by  another 
party  that  refer  to  the  bank,  or  any  adver- 
tisement used  in  bank-related  sales,  nrt 
accurate,  not  misleading,  and  include  all 
required  disclosures.  In  addition,  any  ad- 
venising  or  promotional  material  —  pre- 
pared by  or  on  behalf  of  a  third  party  ven- 
dor —  should  clearly  identify  the  company 
selling  the  nondeposit  investment  product 
and  should  not  suggest  that  the  deposrtory 
institution  is  the  seller. 

Examiner  access  to  the  records  of  third 
party  vendors  should  be  governed  by  pre- 
liminary examination  findings.  When  such 
findings  meke  it  clear  that  bank  manage- 
ment hes  discharged  its  oversight  responsi- 
bility by  reviewing  and  responding  appropri- 
ately to  third  party  reports,  only  a  few 
customer  complaints  have  been  filed 
against  the  vendor,  and  the  vendor's  re- 
ports are  timely,  sufficiently  detailed,  and 
prepered  by  someone  independent  of  the 
vendor's  sales  force,  examiner  access  to 
third  party  records  should  generally  be 
limited  to  the  reports  fumished  to  manage- 
ment by  the  vendor. 

Product  Selection 

This  s0Ction  describes  in  genera/  terms  the 
methods  that  weil-menaged  behks  use  to 
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SBleet  speeifie  nondeposit  invostnwnt 
products  and  to  dtttrmin*  that  such  prod- 
ucts continue  to  ba  aeeaptab/a  to  tha 
bank's  customar  mix.  This  information  is 
provided  to  ttatp  axammars  understand  and 
review  the  process  used  by  mrelt-meneged 
benks  to  meke  this  dete/mirtetion. 

Bank  managemant  should  datarmina  tha 
specrf  ic  laws,  ragulations,  ragulatory  condi- 
tions or  othar  limitations  or  raquiramants, 
including  qualitative  considarations,  that 
will  govern  the  sale  of  products  to  b« 
offered.  Although  not  required,  most  well- 
run  banic  investment  sales  programs  limit 
the  number  of  products  offered  so  that 
customers  and  salespersons  will  not  be 
presented  with  an  overwhelming  number  of 
choices.  Limitations  based  or  product 
Quality  may  also  make  it  easier  for  sales 
managers  to  shield  certain  classes  of  cus- 
tomers from  inappropriate  products. 

As  a  general  practice,  bank  investmem 
programs  offer  at  least  one  type  of  mor>ey 
market  mutual  fund  for  customers  who  are 
interested  in  liquidity.  In  addition,  most 
banks  offer  a  U.S.  government  bond  fund 
for  customers  who  stress  safety  and 
steac3y  income,  an  equity  fund  for  custom- 
ers interested  m  capital  growth,  and  a  tax- 
exemot  bond  fund  for  customers  who  wish 
to  avoid  taxes  on  investment  earnings. 

When  deciding  which  funds  to  offer,  man- 
agers snouid  review  the  fund's  perfor- 
mance over  an  extended  period  of  time. 
Most  bank  managers  prefer  to  avoid  mutual 
funds  with  volatile  records.  Management's 
selection  of  a  family  of  funds  should  not  be 
based  on  the  performance  of  one  particular 
fund:  each  fund  selection  should  stand  on 
Its  own  merits. 

Management's  selection  of  investment 
products  usually  begins  with  an  evaluation 
of  the  stability  of  asset  values  over  time 
and  an  assessment  of  yields  to  investors. 
Management  elso  compares  the  perfor- 
mance of  other  funds  with  similar  objec- 
tives over  the  same  periodls).  Specialized 
ratings  services  (such  as  Mornmgstar  or 
Upper)  or  rankings  by  analytical  services 


tn   usually  rapardad  as  necessary  but 
saeendary  considerations. 

Management  also  considers  tha  fund's 
track  record  in  terms  of  both  risk  and  re- 
ward. Management  analyzes  the  fund's 
net  asset  value  versus  total  return,  its 
management  or  operating  expenses,  the 
turnover  within  the  fund's  porrfolio,  end 
capital  gains  and  other  sources  of  income. 
Other  key  considerations  include  the  com- 
position of  the  portfolio  and  concentrations 
in  types  of  holdings,  sector  weights,  and, 
in  the  case  of  equity  funds,  the  percentage 
of  ownership  represented  by  individual 
issues. 

Management  also  eveluates  imponant  non- 
ststistical  factors  such  as  the  conttnutty, 
tenure,  and  demonstrated  talent  of  the 
fund's  management.  They  also  may  con- 
aider  factors  such  as  ttM  quality  of  a  mutu- 
al fund's  operatiortal  and  marketing  sup- 
port. 

The  bank  itself,  end  not  another  entity's 
marketing  dapartmant.  should  select  the 
fur^s  to  be  offered.  Independent  commit- 
tees and  qualified  analysts  should  make  the 
final  salectioru,  not  a  sales  manager  whose 
view  of  ttw  commission  structure  may 
affect  this  judgment. 

If  the  bank  uses  outside  consultants  to  help 
select  a  mutual  fund,  bank  management 
should  determine  whether  the  consultant 
receives  compensation  from  mutual  funds 
or  mutual  fund  wholesalers.  If  the  analysis 
is  performed  by  another  party,  such  as  a 
clearing  broker  or  third  party  vendor,  bank 
management  should  understand  and  agree 
with  the  method  of  analysis  and  should 
document  the  bank's  concurrence. 

Regardless  of  who  salacu  tt>e  mutual  fund 
products,  bank  management  will  be  expect- 
ed to  consider  the  issuer's  contingency 
plans  for  handling  unusual  surges  in  re- 
demptions at  the  time  such  products  are 
being  considered.  Such  contingency  plans 
normally  include  emergency  staffing,  com- 
munications, and  operational  programs  that 
are  based  on  venous  market  scenarios. 
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Bank  mana0em«rTt  should  compare  these 
contingency  plans  to  the  expected  needs  of 
bank  customers  during  periods  of  gtnst. 

nnally,  once  the  initial  selection  process  is 
complete,  bank  management  should  eorv 
duct  ongoing  reviews  to  assure  that  the 
products  remein  acceptable  in  light  of  the 
bank's  objectives  and  customer's  needs. 

Selection  of  annuity  products  is  cor>dueted 
in  the  same  manner.  A  variable-rate  annu- 
ity, a  hybrid  form  of  investment  that  con- 
tains elements  of  mutual  funds  and  insur- 
ance, could  be  characterized  as  a  mutual 
fund  operated  by  an  insurance  company. 
During  product  selection,  bank  manage- 
ment should  consider  the  performence  end 
composition  of  the  portfolio  that  is  dedicat- 
ed to  the  annuity  holders. 

Selection  enslysis  for  fixed-rate  annuities 
differs  from  verlable-rate  annuities.  Since 
fixed-rate  annuities  are  obligations  of  insur- 
ance companies,  the  risks  associated  with 
Them  relate  to  the  issuer's  ebility  to  honor 
the  terms  of  the  annuity  contract.  Accord- 
ingly. The  safety  of  an  annuity  depends 
upon  the  financial  standing  of  the  firm  that 
issues  ri  and  the  selection  analysis  involves 
an  assessment  of  the  quality  and  diversifi- 
cation of  the  company's  assets,  its  hold- 
ings of  junk  bonds,  mortgage-backed  secu- 
rities, and  problem  real  estate  loans,  as 
well  as  the  continuity  of  management. 

Because  rt  is  difficult  to  independently 
analyze  insurance  companies,  ratings  pro- 
vided by  rating  agencies  such  as  A.M. 
Best.  Standard  &  Poor's,  Duff  &  Phelps, 
Moody's  and  Weiss  Research  play  a  pan  in 
annuity  analysis.  If  bank  management 
relies  significantly  on  such  ratings  rather 
than  on  its  own  analysis,  however,  examin- 
ers Should  expect  that  the  issuer  selected 
by  the  bank  has  received  top  ratings  from 
most  of  the  ratings  services. 

When  analyzing  annuities,  management 
also  should  recognize  that  an  issuing  iruur- 
ence  company  can,  in  ceaain  circum- 
stances, sell  or  simply  transfer  the  annuity 
contract  to  another  insurance  company, 
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thereby  axtinouishing  its  obligation  to  the 
purchasar  of  the  annuity.  Annuity  owners 
are  gerwrally.  but  not  always,  asked  to 
eonsem  to  this  transfer.  A  bank  selling 
annuitias  should  eortsider  the  possibility  of 
such  a  transfer  in  its  product  selection 
analysis.  At  a  minimum,  the  bank  should 
disclose  this  possibility  to  prospective 
customers. 

Intaragoncy  Statemont  on  Retail 
Sale*  on  Nondaposh  Investment 
Products 

The  full  text  of  the  interagency  statement 
begiru  on  the  next  page. 
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Interagency  Statement  on  Retail 
Sales   on   Nondeposit   Investment 

Products 
Fmbrumry  IS,  1994 

Introduction 

Recently  miny  insured  depository  institu- 
tions heve  expended  their  activities  in 
recommending  or  selling  to  retail  customers 
nondeposit  investment  products,  such  as 
mutual  funds  and  annuities.  Many  deposi- 
tory instrtutions  are  providing  these  serv- 
ices at  the  retail  level,  directly  or  through 
various  types  of  arrangements  with  third 
parties. 

Sales  activities  for  nondeposit  investment 
products  should  ensure  that  customers  for 
these  products  ere  cleerly  and  fully  ir>- 
formed  of  the  nature  and  nsks  associated 
with  these  products.  In  particular,  where 
nondeposit  investment  products  are  recom- 
mended or  sold  to  retail  customers,  deposi- 
tory institutions  should  ensure  that  custom- 
ers are  fully  informed  that  the  products: 

•  Are  not  insured  by  the  FDIC: 

•  Are  not  deposits  or  other  obligations  of 
the  institution  and  are  not  guaranteed 
by  the  instrtution;  and, 

•  Are  subject  to  investment  risks,  includ- 
ing possible  loss  of  principal  invested. 

Moreover,  sales  activities  involving  these 
investmem  products  should  be  designed  to 
minimize  the  possibility  of  customer  confu- 
sion and  to  safeguard  the  institution  from 
liability  under  the  applicable  anti-fraud 
provisions  of  the  federal  securities  lews, 
which,  among  other  things,  prohibrt  materi- 
ally misleading  or  inaccurate  representa- 
tions in  connection  with  the  sale  of  securi- 
ties. 

The  four  federal  banking  agencies  —  the 
Board  of  Governors  of  the  Federal  Reserve 
System,  the  Federal  Deposit  Insurance 
Corporation,  the  Office  of  the  Comptroller 
of  the  Currency,  and  the  Office  of  Thrift 
Supervision  —  are  issuing  this  Statement 
to  provide  uniform  guidance  to  depository 
institutions  engeging  in  these  activrties. 


(Nott:  Each  of  ttM  four  banking  agencies 
has  in  the  past  issued  guidelines  addressing 
various  aspects  of  the  retail  sale  of 
nondeposit  investment  products.  OCC 
Benking  Circular  274  (July  19,1 993):  FDIC 
Supervisory  Statement  RL-71-93  (October 
8,  1993):  Federal  Reserve  Leners  SR  93- 
35  Uune  17,  1993),  end  SR  91-14  (June 
6.  1991):  GTS  Thrift  Bulletin  23-1  (Sep- 
tember 7, 1 993).  This  Statement  is  intend- 
ed to  consolidate  and  make  uniform  the 
guidance  contained  in  the  various  existing 
statements  of  each  of  the  agencies,  all  of 
which  are  superseded  by  this  Statement. 
Some  of  the  banking  agencies  have  adopt- 
ed additional  guideiirtes  covering  the  sale  of 
certain  apecific  types  of  instrumems  by 
depository  institutions,  /.«.,  obligations  of 
the  institution  itself  or  of  an  affiliate  of  the 
institution.  These  guidelines  remain  in 
effect  except  where  clearly  inapplicable.) 

Scope 

This  Statement  applies  when  retail  recom- 
mendations or  sales  of  nondeposit  invest- 
mem products  are  made  by: 
•    Employees  of  the  depository  instrtution; 
e    Employees  of  e  third  party,  which  may 
or  may  not  be  effiiiated  with  the  institu- 
tion {see  Note,  below,  addressing  which 
institutions  are  covered),  occurring  on 
the  premises  of  the  institution  (including 
telephone  sales  or  recommendations  by 
employees    or   from    the    institution's 
premises  and  sales  or  recommendations 
mitiatad  by  mail  from  its  premises);  and 
e    Sales  resulting  from  a  referral  of  retail 
customers  by  the  institution  to  a  third 
parry  when  the  depository  institution 
receives  a  benefit  for  the  referral. 

(Note:  This  Statement  does  not  apply  to 
the  subsidiaries  of  insured  state  nonmem- 
ber  banks,  which  are  subject  to  separate 
provisions,  comained  in  12  CFR  337.4, 
relating  to  aecurities  ectivities.  For  OTS- 
regulated  institutions  that  conduct  sales  of 
nondeposit  investment  products  through  a 
subsidiary,  these  guidelines  apply  to  the 
subsidiary.  1 2  CFR  545.74  also  applies  to 
such  sales.  Branches  and  agencies  of  U.S. 
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foreign  banks  should  follow  these  guide- 
lines with  respect  to  their  nondeposit  tr>- 
vestmem  sales  programs.) 

These  guidelines  generally  do  not  apply  to 
the  sale  of  nondeposit  investmem  products 
to  non-retail  customers,  such  as  sales  to 
fiduciary  accounts  administered  by  an 
institution.  (Note:  Restrictions  on  a  na- 
tional bank's  use  as  fiduciary  of  the  bank's 
brokerage  service  or  other  entity  with 
which  the  bank  has  a  conflict  of  interest, 
including  purchases  of  the  bank's  propri- 
etary and  other  products,  are  set  out  in  12 
CFR  9.12.  Similar  restrictions  on  transac- 
tions between  funds  held  by  a  federal 
savings  association  as  fiduciary  and  any 
person  or  organization  with  whom  there 
exists  an  interest  that  might  affect  the  best 
judgment  of  the  association  acting  in  its 
fiduciary  capacity  are  sat  out  in  12  CFR 
550.10.  However,  as  pan  of  its  fiduciary 
ressonsibility,  an  institution  should  take 
appropriate  steps  to  avoid  potential  cus- 
tomer confusion  when  providing 
nonoeposit  investment  products  to  the 
institution's  fiduciary  customers.) 

Adoption  of  Policies  and  Procedures 

Program  Management.  A  depository  insti- 
tution involved  m  the  activities  described 
above  for  the  sale  of  nondeposit  invest- 
ment products  to  its  retail  customers 
should  adopt  a  written  statement  that 
addresses  the  risks  associated  with  the 
sales  program  and  contains  a  summary  of 
policies  and  procedures  outlining  the  fea- 
tures of  the  institution's  program  and 
addressing,  at  a  minimum,  the  concems 
described  in  this  Statement.  The  written 
statement  should  address  the  scope  of 
activities  of  any  third  parry  involved,  as 
well  as  the  procedures  for  monrtonng 
compliance  by  third  parties  in  accordance 
with  the  guidelines  below.  The  scope  and 
level  of  detail  of  the  statement  should 
appropriately  reflect  the  level  of  the 
instrtution's  involvement  in  the  sale  or 
recommendation  of  nondeposit  investment 
products.  The  institution's  statement 
should  be  adopted  and  reviewed  penodi- 


caUy  by  its  board  of  directors.  Depository 
institutions  ara  ancouraged  to  coruult  with 
tagal  eourtsel  with  regard  to  the  implemerv 
tation  of  a  nondeposit  investmem  product 
sales  program. 

Tha  institution's  policies  and  procedures 
ahould  ineluda  the  following: 

•  CompSanea  proeadures.  The  proce- 
dures for  anauring  compliance  with 
sppiieabia  laws  and  regulations  and 
consistency  with  ttte  provisions  of  this 
Statamant. 

•  Suparvisien  of  parsonnal  involved  in 
salaa.  A  designation  by  senior  men- 
agars  of  specific  individuals  to  exercise 
supervisory  responsibility  for  each  activ- 
ity outlined  in  the  institution's  policies 
and  procedures. 

e  Types  of  products  sold.  The  criteria 
governing  the  selection  and  review  of 
each  type  of  product  sold  or  recom- 
mended. 

e  PermissMe  use  of  customer  informa- 
tion. The  procedures  for  the  use  of 
information  regarding  the  institution's 
customers  for  any  purpose  in  connec- 
tion with  the  retail  sale  of  nondeposit 
investment  products. 

•  Oesigrurtion  of  employees  to  sell  invest- 
ment products.  A  descnption  of  the 
responsibilities  of  those  personnel  au- 
thorized to  sell  nondeposit  investment 
products  and  of  other  personnel  who 
may  have  contact  with  retail  customers 
concerning  the  sales  program,  and  a 
descnption  of  any  appropriate  and 
inappropriate  referral  activities  and  the 
training  requirements  and  compensation 
arrangements  for  each  class  of  person- 
nel. 

Arrangements  with  Third  Perties.  If  a 
deposrtory  institution  directly  or  indirectly, 
including  through  a  subsidiary  or  service 
corporation,  engages  in  activities  as  de- 
scribed above  under  which  a  third  party 
sells  or  recommends  nondeposit  invest- 
ment products,  the  institution  should,  prior 
to  entering  imo  the  arrangement,  conduct 
en  eppropriate  review  of  the  third  pany. 
The  institution  should  have  a  written  agree- 
mem  with  the  third  party  that  is  approved 
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by  the  mstitution't  board  of  directors. 
Compliance  with  the  aoreement  should  be 
periodically  monitored  by  the  institution's 
senior  manaBement.    At  a  minimum,  the 
wrmen  agreement  should: 

•  Describe  the  duties  and  responsibilities 
of  eeeh  party,  including  a  description  of 
permissible  activities  by  the  third  party 
on  the  institution's  premises,  terms  as 
to  the  use  of  the  irtstitution's  space, 
personnel,  and  equipment,  and  comperv 
satton  errangemems  for  personnel  of 
the  instrtution  and  the  third  party. 

e  Specify  that  the  thtrd  paay  will  comply 
with  ell  applicable  laws  and  regulations, 
and  will  act  consistently  wrth  the  provi* 
sions  of  this  Statement  and,  in  particu- 
lar, with  the  provisions  relating  to  cus- 
tomer disclosures. 

•  Authorize  the  institution  to  monitor  the 
third  party  and  periodically  review  and 
verify  that  the  third  party  and  its  sales 
representatives  ere  complying  with  its 
agreement  with  the  institution. 

•  Authorize  the  instrtution  and  the  appro- 
priate banking  agency  to  have  access  to 
such  records  of  the  third  paay  as  are 
necessary  or  appropnate  to  evaluate 
such  compliance. 

•  Reauire  the  third  party  to  indemnify  the 
institution  for  potential  liability  resulting 
from  actions  of  the  third  party  with 
regard  to  the  investment  product  sales 
program. 

•  Provide  for  written  employment  con- 
tracts, satisfactory  to  the  institution,  for 
personnel  who  are  employees  of  both 
the  institution  and  the  third  paay. 

General  Guidelines 

1.  Discloturas  and  AdvartJaIng 
The  banking  agencies  believe  that  recom- 
mending or  sailing  nondeposit  investment 
products  to  retail  customers  should  occur 
in  a  manner  that  assures  that  the  products 
are  clearly  differentiated  from  insured 
deposits.  Conspicuous  and  easy  to  com- 
prehend disclosures  concerning  the  nature 
of  nondeposit  investment  products  and  the 
risk  inherent  in  investing  in  these  products 
are  one  of  the  most  impoaant  ways  of  en- 


suring that  tha  differences  between 
nondapoait  products  and  insured  deposits 
•re  understood. 

Cantmirt  »nd  Form  of  DiaetoMurm.  Disclo- 
auras  with  raapeet  to  the  sale  or  recom- 
mendation of  these  products  should,  at  a 
minimum,  spaeify  that  the  product  is: 

•  Not  insured  by  the  FDIC; 

•  Not  a  deposit  or  other  obligation  of,  or 
g|uarsnt««d  by,  the  depository  institu- 
tion; 

•  Subject  to  investment  risks,  including 
possible  loss  of  the  pnncipal  amount 
invested. 

The  written  disclosures  described  above 
should  be  conspicuous  and  presemed  in  a 
deer  ar>d  concise  manner.  Depository 
institutions  may  provide  any  additionel 
disclosures  that  further  clerify  the  risks 
involved  Mrith  particular  nondeposit  invest- 
ment products. 

Timing  ofDigetoMun.  The  minimum  disclo- 
sures should  be  provided  to  the  customer: 

•  Orally  during  any  sales  presentation, 

•  Orally  when  investment  advice  concenv 
ing  nor^eposit  investment  products  is 
provided, 

e  Orally  and  in  writing  prior  to  or  at  the 
time  an  investmem  eccount  is  opened 
to  purchase  these  products,  end 

•  In  edveaisements  and  ott>er  promotional 
materials,  as  described  below. 

A  statement,  sigr>ed  by  the  customer, 
should  be  obtained  at  the  time  such  en 
eccoum  Is  oper>ed,  acknowledging  that  the 
customer  hes  received  and  understands  the 
disclosures.  For  investment  eccounts 
established  prior  to  the  issuence  of  these 
guidelines,  the  institution  should  consider 
obtaining  such  a  signed  statement  at  the 
time  of  tfte  next  trensaction. 

Confirmations  and  eccoum  statements  for 
such  products  should  comain  at  least  the 
minimum  disclosures  if  the  conf  irmstions  or 
account  statemems  contain  the  name  or 
the  logo  of  the  depository  institution  or  en 
affiliate.  (Note:  These  disclosures  should 
be  made  in  addition  to  any  other  confirme- 
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tion  disdosuTM  thit  are  reauired  by  law  or 
regulation,  t.g..  M  CFR  12,  208.8(k)(3l, 
and  344.)  M  a  eustomar't  periodic  deposit 
account  statement  irtcludes  account  infor- 
mation concerning  the  customer's 
nondeposit  investment  products,  xtm  infor- 
mation concemmg  these  products  should 
be  clearly  separate  from  the  information 
concerning  the  deposit  account,  and  should 
be  introduced  with  the  minimum  disclo- 
sures and  the  identity  of  the  entity  corv 
ducting  the  nondeposit  transaction. 

Advmrtistmmnt*    mnd   Othmr   Prometiena/ 

Matarial.  Advenisemerrts  end  other  promo- 
tional and  sales  material,  wrmen  or  other- 
wise, about  nondeposit  investmem  prod- 
ucts sold  to  retail  customers  should  corv 
spicuously  include  at  least  the  minimum 
disclosures  discussed  above  and  must  not 
suggest  or  convey  any  inaccurate  or  mis- 
leaOing  impression  about  the  nature  of  the 
product  or  Its  lack  of  FDIC  irtsurance.  The 
minimum  disclosures  should  also  be  em- 
phasized in  telemarketing  contacts.  Any 
third  party  advertising  or  promotionsi  ma- 
terial should  clearly  identify  the  compeny 
selling  the  nondeposit  investmem  product 
and  should  not  suggest  that  the  deposrtory 
insTitution  IS  the  seller.  If  brochures,  signs, 
or  other  wrinen  material  contain  informa- 
tion about  both  FDIC-msured  deposits  snd 
nondeposit  investmem  products,  these 
maTenals  should  cleerly  segregate  informe- 
tion  about  nondeposit  investment  products 
irom  the  information  about  deposits. 

AdditionMl  Discioaurms.  Where  applicable, 
the  depository  institution  should  disclose 
the  existence  of  en  edvisory  or  other  me- 
terial  relationship  between  the  instrtution  or 
an  affiliate  of  the  instrtution  end  en  invest- 
ment company  whose  sheres  ere  sold  by 
the  institution  and  any  materiel  relationship 
between  the  instrtution  and  an  sffiliate 
involved  in  providing  nondeposit  invest- 
ment products.  In  eddition,  where  epplice- 
ble,  the  existence  of  any  fees,  penetties,  or 
surrender  charges  should  be  disclosed. 
These  edditionel  disclosures  should  be 
made  prior  to  or  at  the  time  en  investment 
Bccount  IS  opened  to  purchese  these  prod- 
ucts. 


If  sales  activities  ineiude  any  wrinan  or  oral 
rtpraaantations  concerning  insurance  cov- 
erage provided  by  any  armty  other  than  the 
FDIC,  •.g..  the  Securities  Investor  Protec- 
tion Corporation  (SIPC).  a  state  insurance 
fund,  or  a  private  insurance  company,  then 
cleer  and  accurate  wrinen  or  oral  explana- 
tions of  the  coverage  must  also  be  provid- 
ed to  customers  when  the  representations 
concerning  insurance  coverage  are  made, 
in  order  to  minimize  possible  confusion 
with  FDIC  insurance.  Such  reprssemations 
ahould  not  sugeest  or  imply  that  any  alter- 
native insurance  coverage  is  the  same  es  or 
similar  to  FDIC  insurance. 

Because  of  the  possibility  of  customer 
confusion,  a  nondeposit  investment  prod- 
uct must  not  have  a  name  that  is  identical 
to  ttM  name  of  tfie  depository  irutitution. 
Recommending  or  selling  a  nondeposit 
investment  product  with  s  name  similsr  to 
that  of  ttie  depository  instrtution  should 
only  occur  pursuam  to  a  ssles  progrem 
designed  to  minimize  the  risk  of  customer 
confusion.  The  irutitution  should  take 
appropriate  steps  to  assure  that  the  issuer 
of  ttM  product  has  complied  with  any 
applicable  requirements  established  by  the 
Securities  snd  Exchsnge  Commission  re- 
garding the  use  of  similar  names. 

2.   Setting  end  Cireumstaness 

Selling  or  recommending  nondeposit  invest- 
ment products  on  the  premises  of  a  deposi- 
tory institution  may  give  the  impression 
thet  the  products  sre  FDIC-msured  or  ere 
obligations  of  ttie  depository  institution. 
To  minimize  customer  confusion  with 
deposit  products,  ssles  or  recommenda- 
tions of  nondeposit  investment  products  on 
the  premises  of  a  depository  institution 
should  be  conducted  in  s  physical  location 
distinct  from  tt>e  area  where  retail  deposits 
are  taken.  Signs  or  other  means  should  be 
used  to  distinguish  the  investment  sales 
sres  from  the  retail  deposit-taking  area  of 
the  institution.  However,  in  ttw  limited 
situstion  where  physical  considerations 
prevent  sales  of  nondeposit  products  from 
being  conducted  in  s  distinct  erea,  the 
instrtution  has  s  heightened  responsibility 
to  ensure  sppropriate  measures  are  in  place 
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to  minimize  customer  confusion. 

In  no  case,  however,  should  tellers  end 
other  employees,  while  located  in  the 
routine  deposit>taking  area,  such  as  the 
teller  window,  make  general  or  specific 
investment  recommendations  regarding 
nondeposit  investment  products,  qualify  a 
customer  as  eligible  to  purchase  such 
products,  or  accept  orders  for  such  prod- 
ucts, even  if  uruolicited.  Tellers  and  other 
employees  who  are  not  authorized  to  sell 
nondeposit  investment  products  may  refer 
customers  to  individuals  who  are  specifi- 
cally designated  and  trained  to  assist  cus- 
tomers interested  in  the  purchase  of  such 
products. 

3.    Qualificetions  and  Training 

The  depository  institution  should  ensure 
that  Its  personnel  who  are  authonzed  to 
sell  nondeposit  investment  products  or  to 
provide  investmem  advice  with  respect  to 
such  products  are  adequately  trained  with 
regard  to  the  specific  products  being  sold 
or  recommended.  Training  should  not  be 
limited  to  sales  methods,  but  should  impart 
a  thorough  knowledge  of  the  products 
involved,  of  applicable  legal  restrictions, 
and  of  customer  protection  requirements. 
If  aepository  instrtution  personnel  sell  or 
recommend  securities,  the  training  should 
be  the  substantive  equivalent  of  that  re- 
guired  for  personnel  qualified  to  sell  securi- 
ties as  regisiered  representatives.  (Note: 
Savings  associations  ere  not  exempt  from 
the  aefinitions  of  "broker*  end  "Oaaler"  in 
Sections  3lall4|  and  3la)(5)  of  the  Securi- 
ties Exchange  Act  of  1934;  therefore,  ell 
securities  sales  personnel  in  savings  associ- 
ations must  be  registered  representatives.) 

DeoosiTory  institution  personnel  wrth  super- 
visory responsibilities  should  receive  train- 
ing appropriate  to  that  posrtion.  Training 
should  also  be  provided  to  employees  of 
the  depository  institution  who  have  direct 
contact  with  customers  to  ensure  a  basic 
understanding  of  the  institution's  sales 
activities  end  the  policy  of  limiting  the 
involvement  of  employees  who  ere  not 
authorized  to  sell  investment  products  to 
customer    referrals.      Training    should    be 


updatad  periodically  and  should  occur  on 
an  onooing  basis. 

Oapositery  institutioru  should  investigate 
the  backgrounds  of  employees  hired  for 
their  nondeposit  investment  producu  sales 
progtrama.  instudirtg  checking  for  possible 
disciplinary  actions  by  securities  end  other 
regulators  if  the  employees  have  previous 
investment  industry  experience. 

4.  SuftabiBty  and  Sales  Praetieac 
Oepositofy  institution  personnel  involved  in 
selling  nondeposit  investment  products 
must  adhere  to  fair  and  reasonable  sales 
practices  and  be  sufoieet  to  effective  men- 
agement  and  compliance  reviews  with 
regard  to  such  practices.  In  this  regard,  if 
depository  institution  personnel  recommend 
nondeposit  investment  products  to  custom- 
ers, they  should  have  reesonable  grounds 
for  believirtg  that  tfte  specific  product 
recommended  is  suitable  for  the  perticular 
customer  on  the  basis  of  information  dis- 
closed by  the  customer.  Personnel  should 
make  reasonable  efforts  to  obtain  informa- 
tion directly  from  the  customer  regerding. 
at  a  minimum,  the  customer's  financial  and 
tax  status,  investment  objectives,  end 
other  information  that  may  be  useful  or 
reesonable  in  making  investment  recom- 
mendations to  that  customer.  This  infor- 
metion  should  be  documented  end  updated 
penodically. 

5.  Compenaatian 

Depository  institution  employees,  including 
tellers,  mey  receive  a  one-time  nominal  fee 
of  a  fixed  doller  amount  for  each  customer 
referral  for  nondeposit  investment  prod- 
ucts. The  peyment  of  this  referral  fee 
should  not  depend  on  whether  the  referral 
results  in  a  tfansaction. 

Personnel  who  ere  euthonzed  to  sell 
nondeposit  investment  products  may  re- 
ceive incentive  compensation,  such  as 
commissions,  for  transections  entered  into 
by  customers.  However,  incentive  com- 
pensetion  progrems  must  not  be  structured 
in  such  e  wey  as  to  result  in  unsuitable 
recommendetions  or  aales  being  made  to 
customers. 
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Depository  institution  compliance  and  audit 
personnel  should  not  receive  incentive 
compensation  directly  related  to  results  of 
the  nondeposit  investment  sales  program. 

6.  Compliance 

Depositorv  inetitutions  should  develop  and 
implemem  policies  and  procedures  to  en- 
sure that  nondeposit  investmem  product 
sales  activities  are  conducted  in  compliance 
with  applicable  laws  and  regulations,  the 
institution's  internal  policies  and  proce- 
dures, and  in  a  manner  eonsistem  with  this 
Statement.  Complience  procedures  should 
identify  eny  potential  conflicts  of  interest 
and  how  such  conflicts  should  be  ad- 
dressed. The  compliance  procedures 
should  also  provide  for  e  system  to  monitor 
customer  compleints  and  their  resolution. 
Where  applicable,  compliance  procedures 
also  should  call  for  verification  thet  third 
pany  sales  are  being  conducted  in  a  man- 
ner consistent  with  the  governing  agree- 
ment wrth  the  depository  institution. 

The  compliance  function  should  be  con- 
ducted independently  of  nondeposit  in- 
vestment product  sales  and  management 
activities.  Compliance  personnel  should 
determine  the  scope  and  freQuency  of  their 
own  revievy.  end  findings  of  complience 
reviews  should  be  periodically  reported 
directly  to  the  instrtution's  board  of  direc- 
tors, or  to  a  designated  committee  of  the 
board.  Appropriate  procedures  for  the 
nondeoosrt  investment  product  progrems 
should  also  be  incorporated  into  the 
instrtution's  audit  program. 


Supervision  by  Banicing  Agencies 

Tha  federal  banking  agencies  will  continue 
to  review  a  depository  institution's  policies 
and  preeadures  ooveming  recommenda- 
tions and  saias  of  nondeposit  investment 
products,  as  wall  as  managemem's  imple- 
mentation and  compliance  with  such  poli- 
cies and  all  other  applicable  requirements. 
The  banicing  agencies  will  monitor  compli- 
ance with  the  institution's  policies  end 
procedures  by  third  parties  that  participate 
in  the  sale  of  thcae  products.  The  failure 
of  a  depository  institution  to  establish  and 
observe  appropriate  policies  end  procedures 
consistent  with  this  Statemem  in  connec- 
tion with  aaies  ectivities  involving 
nondeposit  investmem  products  will  be 
subject  to  criticism  and  appropriate  correc- 
tive action. 

Questions  en  the  Statemem  mey  be  sub- 
mitted to: 

FRB  —  Division  of  Banking  Supervision 
and  Regulation,  Securities  Regu- 
lation Section.  (202)  452-2781; 
Legal  Diviaion.  (202)  452-2246. 
FDIC  —  Office  of  Policy,  Division  tf 
Supervision,  (202)  898-6759: 
Regulation  and  Legislation  Sec- 
tion, Legel  Division  (202)  898- 
3796. 
OCC  —  Office  of  the  Chief  National  Bank 
Examirter,  Capital  Markets  Group, 
(202»  874-5070. 
GTS  —  Office  of  Supervision  Policy, 
(202)  906-5740;  Corporate  and 
Securities  Division,  (202)  906- 
7289. 

Effective  date:   Februery  15,  1994 
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2. 


To  determine  if  the  bank  has  taken 
reasonable  steps  to  ensure  that  retail 
customers  can  distinguish  between 
iruured  deposits  and  uninsured 
nondeposit  investmem  products. 

To  determine  if  the  banks'  policies. 
procedures,  end  practices  provide  for 
an  adequate  ser-regulatory  system 
that  is  designed  to  ensure  customer 
protections  in  all  aspects  of  the  sales 
programs. 


3.  To  ansura  tttat  bank  managemem 
oparatas  tha  bank's  nondeposit 
invastmem  sales  program  in  a  safe 
and  Bound  manner  and  complies 
with  OCC  ouiilsl'hBS'  interagency 
stataments,  and  all  applicable  laws 
and  ragulatioru. 

4.  To  initiate  corrective  ection  when 
the  bank's  policies,  prectices,  proce- 
duras,  or  menageriai  controls  are 
deficient  or  whan  ttte  bank  has  failed 
to  comply  with  lews,  rules,  regula- 
tions or  OCC  guidelines. 
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b. 


tive  supervision  of  the  individuals 
■ngsged  in  ssles  activities  •  whett>- 
er  they  are  employees  of  the  bank 
or  of  artother  erttity  involved  in 
t>enk-r«lsted  sales  of  investment 
products. 

Determine  how  the  retail  nondeposit 
investment  sales  program  is  managed, 
a.  Analyze  sales  program  growth  and 
earnings  performance  and  deter- 
mine  why  certain  products  have 
high  levels  of  performance.  Con- 
sider how  this  performence  relates 
to  Incentive  compensation  and  the 
suitabilitY  of  recommendations  to 
customers. 

Review  the  customer  mix  end  mar- 
ket surveys.  Look  at  trends  in 
identifiable  classes  of  customers 
and  be  alert  for  concentrations  by 
types  of  customers.  Also,  try  to 
determine  whether  customers  are 
viewed  as  one-time  buyers  or  are 
being  cultivated  to  establish  longer 
term  relationships. 
Review  the  products  offered  and 
eny  market  surveys  and  determine 
the  risk  inherent  in  different  prod- 
ucts. Consider  whether  manage- 
ment has  attempted  to  match 
products  to  investors'  needs  in 
general. 

Review  projections  for  the  sales 
program  and  for  different  products 
and  determine  whether  they: 

—  Are  realistic  in  light  of  the 
bank's  customer  mix: 

—  Relate  to  bank  staffing  and 
training  plans  for  trte  sales, 
supervision,  and  compliance 
functions:  and 

—  Are  consistent  with  the  bank's 
overall  strategic  plan. 

Determine  the  effectiveness  of  the 
bank's  self-regulatory  policies  and 
procedures  as  measured  by  the 
number  and  type  of  customer 
complaints  artd  by  responses  to  the 
ICQ. 


Product  Selection 

6.  Asaeaa  the  adequacy  of  management 
preceaaes  to  aelect  and  review  prod- 
ucts sold.  Review: 

•  Respenaaa  to  the  Product  Selection 
aeetion  of  the  ICQ. 

•  Mothoda  bank  managemem  uses 
to  select  products  to  meet  cus- 
tomer needs. 

•  Managemem's  comparison  of  the 
perfonnanee  of  the  products  they 
offer  to  ger>erel  merket  products 
with  similar  objectives. 

7.  Diacuss  your  findings  from  tfte  prod- 
uct selection  review  with  senior  man- 
agement and  make  a  judgement  about 
the  appropriateness  of  management's 
decision  to  continue  to  offer  these 
products. 

Use  of  Customer  information 

8.  Determine  whettMr  policies  governing 
the  permissible  uses  of  bank  customer 
irrformation  address  the  steps  to  be 
teken  to  reduce  possible  confusion 
among  depositors  who  are  being 
solicited  to  purchase  nondeposit  in- 
vestment products. 

Setting  and  Circumstances  of  Sales 

9.  Determine  whether  bank  management 
hea  established  effective  controls  to 
distinguish  retail  depoah-taking  aetivi- 
tiea  from  retail  nondepoalt  investmem 
aeles.  Consider  how  the  verious  ele- 
ments of  the  aetting  and  circumstanc- 
es mey  interact  to  infUjence  the  cus- 
tomers' perception. 

10.  Where  the  depoah-taking  and  securi- 
ties sale  functions  ere  performed  by 
the  seme  personnel,  determine  If  the 
bank  uses  appropriate  wrinen  and  oral 
disclosures  to  guerd  agairut  customer 
confusion,  and  the  extern  to  which 
benk  staff  la  treined  to  use,  end  does 
use,  such  disdoeurea. 
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Disclosures  and  Advertising 

1 1 .  fUvMw  rMponsM  to  th«  Oisdemr** 
and  Advcrtisino  MCtion  of  itM  ICQ 
■nd  a  raprasantativa  aampla  of  aaeh 
typa  of  advartiaing  and  promotional 
matarial. 

a.  Oatarmina  whathar  all  of  ttM  n- 
quirad  dtadoauras  ara  faaturad 
eonspicuouaty  in: 

—  M  writtan  or  oral  aaias  prasan- 
tatiorw. 

—  Advartiaing  and  promotional 
matariais. 

—  Cohfinnationa  and  account 
ctatamants  that  contain  tha 
nama  or  ttta  logo  of  tha  bank  or 
an  affiliata,  and 

—  Pahodic  ctatamants  that  ineiuda 
information  on  both  dapoait  and 
nondaposit  products. 

b.  Datarmina,  whara  applicabia,  H  tha 
banic  has  disciosad  tha  axistanca 
of: 

—  An  advisory  or  othar  ralation- 
ship  batwaan  tha  bank  and  any 
affiliata  involvad  in  providing 
nondaposit  invastmant  prod- 
ucts, and 

—  Any  aarty  withdrawal  panahias, 
surrandar  charge  panahias,  and 
dafarrad  salas  charges. 

c  Determine  whether  bank-ralatad 
sales  sdvertisements  ara: 

—  Accurate,  and 

—  Not  likely  to  mislead  customers 
about  tha  nature  of  the  product. 

d.  Review  product  brochures  and 
advertising  to  ensure  thst  they  do 
not  imply  that  tha  bank  stands 
behind  an  investment  product. 
Also  determine  whether  public 
statements  conceming  the  selec- 
tion of  the  products  a  bank  offers 
are  reasonable. 

a .  Determine  whether  personnel  make 
any  written  or  oral  representations 
conceming  insurance  coverage  by 
any  entity  other  than  the  FDIC, 
».g..  Securftias  Investor  Protection 
Corporation  (SIPC);  a  state  insur- 
ance fund;  or  an  insurance  com- 


pwiy. 

H  rapia— nf  tiona  about  norv-fOIC 
inauraneo  eovaraga  ara  mada, 
ootamuna  wnatnar: 
—  Each  appropriata  paraon  who 
contact  with  euatomars  ia 
coftcaming  tha  diffar- 
•ncas  •meng  thoaa  eovaragas. 


—  Wrfnan  or  oral  axplartationa  of 
ttM  tffforaneaa  in  eovaraga  ara 
to  all  euatomars. 


Suitability 

12.  Judga  wtiathar  aystama  in  piaca  ara 
adaquata  to  »n»un  that  aalas  pmr- 
aonnal  maka  auitabla  raeommanda- 
tions  and  whathar  martagamant  ia  dia- 
ehargif>g  Ita  rasporuibilttias  undar 
thaaa  aystama  by  reviewing: 

•  Retponsas  to  tha  Suitability  sec- 
tion of  tha  ICQ, 

•  Customar  complaints  and  resolu- 
tions, 

•  Salas  panems, 

•  Compertsation  differentials  that 
may  influence  recommendations, 
and 

•  Compliance  end/or  audit  reports. 

13.  If  yoitr  findinga  In  12.  above,  ara 
rMgativa  or  uncertain,  review  a  sample 
of  aalas  to  determine  if  trenaactioru 
appeer  unauitable  for  e  cuatomer. 
based  on  resportaea  to  tha  auitability 
inquiriaa.  Tha  aampta  ahould  include 
tranaactiorta  involving: 

•  Customer  compleints, 

•  Marketing  programs  that  target  e 
claas  of  euatomars, 

•  Rrst-tima  and  riak -averse  investors, 

•  High  or  low  volume  selespersons, 

•  More  voletiia  and  newer  producta. 
and 

•  Radamptiona  of  annuities  or  mutual 
funda  after  relatively  abort  holding 
perioda. 

14.  If,  after  ttte  review  in  13.  above,  you 
ere  atill  not  certain  that  racommenda- 
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tions  ar*  suitabte.  diraet  bank  manaa** 
mant  to  conduct  an  mdrnprnndin  f- 
vi0w  of  all  affaetad  accounts  and  to 
rapon  ttMir  findinos  to  tha  BC. 

1 5.  If  you  datarmina  that  customafs  may 
hava  baan  disadvantagad.  diaeuai 
appropriata  corraetiva  action  with 
sanior  managamam.  Such  action 
should  ba  dasigmd  on  a  easa  by  casa 
basis  and  may  induda: 

a   Full  axplanattons  to  customsrs  and. 

whara  appropriata,   offars  to  r»- 

seind  trada. 
a   A  raeommartdation  to  bring  in  an 

indspsndsnt  audh  or  spacial  couiv 

sal  to  parform  furthar  raviaw  of 

customer  transactioru. 

•  Other  action  agraad  upon  batwaan 
bank  marMgamant  and  tha  EIC. 

Qualifications  and  Training 

16.  Assess  The  bank's  process  for  er^sur- 
ing  Thst  sucervisory,  investment  sales, 
audit,  and  complianc:)  personnel  are 
properly  pualified  and  adequately 
trained  by  reviewing  hiring  and  train- 
ing practices  and  future  plans  and 
determining  whether  they  are: 

•  Designed  around  the  complexrty 
and  risks  of  the  investment  prod- 
ucts being  offered,  and 

•  Consistent  wrth  the  organization's 
projections  for  growth  and  product 
line  expansion. 

Compensation 

1  7 .  Review  the  compensation  plan  and  as- 
sess the  steps  management  hat  taken 
to  ensure  that  compensation  programs 
are  not  structured  in  a  way  that  result 
in  unsuitable  recommendations  or 
sales  being  made  to  customers. 

a.  Be  alen  to  increases  in  the  sales 
volume  of  a  particular  product,  to 
customer  complaints,  and  to  suit- 
ability problems  that  may  relate  to 
the  incentive  compensation  system 
and/or  changes  in  compensation. 

b.  Determine  whether  supervision  of 


•alas  programs  or  of  individual 
product  offarings  increases  as 
incemiva  eompansation  increases, 
e.  Oatarmina  ¥vhather  referral  fees 
ara,  in  any  way,  based  on  a  sale 
baing  made. 

d.  Raviaw  wrinan  parformance  objec- 
tivas  and  a  sample  of  performance 
appraisals  for  salespersons  and 
datarmirta  if  tha  system  for  moti- 
vating and  rewarding  salespersons 
ttrikas  a  reasonable  balance  be- 
tween profitability  and  the  need  to 
protect  customer  interests. 

Sales  to  Fiduciary  Accounts 

18.  Determine  wftether,  on  retail  nonde- 
posit investment  transactions  involv- 
ing the  bank's  fiduciary  accounts,  the 
bank  has  complied  wrth  all  applicable 
state  and  federal  restrictions,  includ- 
ing the  Employee  Retirement  Income 
Security  Act  of  1974. 

a.  If  proprietary  or  private  label  sales 
to  trust  accounts  were  executed 
through  the  bank's  nondeposit 
investment  sales  program,  deter- 
mine if  the  transactions  were  expr- 
essly authorized  under  state  law  or 
if  authorization  were  obtained  by 
the  bank. 

b.  Determine  whether  management's 
iustification  of  any  transfer  of  trust 
accoum  investments  to  invest- 
ments acquired  through  the  bank's 
nondeposit  investment  sales  pro- 
gram has  taken  imo  account  all 
ralevam  circumstances,  account  by 
acccout.  Relevant  circumstances 
include: 

—  The  provisions  of  the  trust  ac- 
count, 

—  The  beneficiaries'  needs, 

—  The   quality   of   fund   manage- 
mem. 

—  The  fee  structure, 

—  Risk  diversification,  and 

—  Rates  of  return. 

c.  Determine  whether  the  trust  de- 
partment   conducts    periodic    re- 
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views  of  th9  ongoimj  prudanes  of 
the  invercmam.  Such  reviews 
should  cover 

—  The  quality  of  the  holdings, 

—  The  compatibility  of  investment 
objectives,  and 

—  The  availability  of  competing  in- 
vestments, including  non^tropri- 
etary  products,  which  might 
bener  meet  the  fiduciary  ac- 
count's investment  objectives. 

Compliance  Program 

19.  DetermirM  how  effective  the  bank's 
compliance  program  is  by  reviewing: 
e    Resportses  to  the  Complianca  Pro- 
gram section  of  the  ICQ. 

e   The  independence  of  compliance 

personnel, 
e   Training    provided   to   compliance 

personnel, 
e   Automated     exception     reporting 

systems,  and 
e   The  scope,  frequency,  and  findings 

of  compliance  reviews,     and  re- 

sponaet  to  findings. 

20.  Determine  whether  results  of  periodic 
reviews  are  formally  communicated  to 
senior  managers  independent  of  the 
sales  function,  end  whether  e  follow- 
up  system  tracks  management  re- 
sponses to  noted  exceptions. 

21.  If  prior  examinetion  findings,  compli- 
enca  reports,  a  partem  of  customer 
complaints,  or  routine  oversight  by 
bank  management  identifies  the  poa- 
sibility  that  surtabillty  problems  may 
exist,  determine  If  benk  management 
hes  conducted  e  thorough  review  of 
ell  sfiacted  eccounts  end  instituted 
eppropriate  corrective  ections. 


Third  Party  Vendors 

22.  Determine  the  effectiveness  of  the 
bank's  oversight  progrsm  and  whether 
bank  management  has  discharged  its 
responsibilities  under  the  program. 


a.  Review  rasporuas  under  the  Third 
Party  Vender  section  of  ttw  ICQ 
and  the  text  of  the  bank's  over- 
sight program. 

b.  Review  the  scope  and  frequency  of 
cornpleted  and  scheduled  oversight 
rsviews  and  reviews  of  customer 
eemplsims  sr^  their  resolution. 

c.  Review  bank  management's  re- 
sponse to  rscommendstions  made 
during  past  examinations. 

d.  Review  the  third  party  vendor 
agreemem  ertd  determine: 

—  Whettter  it  specifies  that  such 
amities  will  comply  with  all 
applicable  requirements,  includ- 
ing those  in  ttte  Interagency 
Statement. 

—  How  bank  management  assures 
itself  tttst  third  party  vendors 
comply  with  the  terms  of  tfte 
agreement. 

e.  Review  how  benk  management 
determined  the  adequacy  of  the 
steps  a  third  party  vendor  takes  to 
avoid  customer  confusion  about 
tt>e  rtature  of  tt>e  product  and  the 
bank's  rote  in  the  sales  process. 

f.  Determine  whether  bank  manage- 
ment understands  and  agrees  with 
the  wey  the  third  perry  vendor 
selects  producu. 

23.  After  meking  e  judgment  ebout  the 
eff  ectiverwss  of  the  oversight  of  third 
perty  vendor  ssles,  complete  eny 
other  examination  procedures  that 
appeer  appropriete. 

Summary 

24.  Datermirte  if  bank  manegemem  hes 
demortstreted  by  its  ections  whether 
It  believes  customers'  interests  ere 
critical  to  all  aapecu  of  its  nondeposit 
investment  product  sales  progrems. 

25.  Discuss  significant  findings  with  the 
BC  and  bank  manegement  and  pre- 
pere  written  commenta. 
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Program  Management 

1 .  Has  the  bank's  board  of  drractors 
adopted  a  program  managerTtent 
statement  that  addresses: 

e  The  features  of  the  sales  program? 

•  The  associated  risks? 

e   The  roles  of  bank  employees? 
e   The  roles  of  third  party  entities? 

2.  Oo  the  bank's  policies  address  the 
following  issues: 

e   Program  objectives? 

•  Strategies  to  be  employed  to 
achieve  objectives? 

e  Supervision  of  personnel  involved 
in  nondeposit  investment  sales  pro- 
grams? 

e  Supervisory  responsibilities  of  third 
pany  vendors  who  ere  selling  on 
bank  premises? 

•  Selection  of  the  products  the  bank 
will  sell? 

e    Permissible  uses  of  bank  customer 

information? 
e    Communications  with  customers? 

•  The  sening  and  circumstances  of 
nondeposit  product  sales? 

•  Disclosures  and  advenismg? 

•  Suitability  of  recommendations? 

•  Employee  qualifications  and  train- 
ing? 

•  Employee  compensation  systems? 
e    A  compliance  program? 

3.  Oo  written  supervisory  procedures 
assign  a  manager  the  responsibility 
tor: 

•  Reviewing  end  authorizing  each 
sale? 

•  Accepting  each  new  account? 

e    Reviewing  and  authorizing  all  sales- 

or  account-related  correspondence 

witn  customers? 
e    Reviewing  end  authorizing  all  ad- 

vemsing  and  promotional  materials 

pnor  to  use? 

4.  Does  the  bank  use  written  job  descrip- 
tions to  assign  management  responsi- 
bilities? 


5 .  Do  policies  and  procedures  for  persorv 
nel  who  are  not  directly  involved  in 
nondeposit  investmem  product  sales 
detail  what  the  employees  may  say 
•rtd  net  say  about  investment  prod- 
ucts? 

Product  Selection 

6.  Does  the  bank  select  the  products  to 
be  offered? 

7.  If  so,  does  the  selection  process  make 
use  of  predetermined  criteria  that 
consider  the  customers'  needs? 

6.  Does  a  quslified  committee  or  an 
analyst  who  is  irxjependent  of  the 
aales  function  make  the  product  selec- 
tions? 

9.  If  the  bank  uses  outside  consultants 
to  help  select  products,  does  bank 
management  determine  if  the  consult- 
ant receives  compensation  from  prod- 
uct issuers  or  «vholesalers? 

10.  If  the  product  selection  analysis  is  per- 
formed by  another  party,  such  as  a 
cleering  broker  or  third  party  vendor, 
does  bank  management  urtderstand 
and  agree  with  the  analysis  method? 


1 1 .  Does  the  bank  conduct  continuing  re- 
views of  product  offerings  to  assure 
that  they  remein  acceptable  and  are 
such  reviews  done  at  least  anrually? 

12.  Does  bank  management  consider,  as 
part  of  the  selection  process,  the 
product  issuer's  contingency  plans  for 
dealing  with  unusual  surges  in  re- 
demptions? 

13.  Are  these  contingency  plans  based  on 
various  market  scenahos? 

14.  Do  the  contingency  pleru  include: 
e    Emergency  staffing? 

e   Additional  communications  capabil- 
itiea? 
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•  Enhancad  operational  support? 

1 5.  Does  the  analysis  of  fixed  and  variable 
rate  annuities  include  a  determination 
of  the  credit  quelity  of  the  issuing 
insurance  company? 

1 6.  Does  the  analysis  of  fixed  and  variable 
rate  annuities  include  determining 
whether  the  issuing  iruurance  com- 
pany can  sell  or  simply  transfer  the 
annuity  contract  to  another  insurance 
company? 

Use  of  Customer  Information 

1 7.  Do  v^men  policies  conceming  the  use 
of  informstion  about  Panic  customers 
address: 

e  The  minimum  standards  or  criteria 
for  identifying  a  customer  for  so- 
licitation? 

e   Acceptable  calling  times? 

e  The  number  of  times  a  customer 
may  be  called? 

e  The  steps  to  be  taken  to  avoid 
confusing  deposrtors  about  the 
nature  of  the  products  being  of- 
fered? 

Setting  and  Circumstances  of 
Nondeposit  Sales 

18.  Has  a  bank  officer  been  assigned 
responsibility  for  reviewing  all  current 
and  planned  nondeposn  investment 
sales  locations  to  determine  whether 
appropriate  measures  are  in  place  to 
minimize  customer  confusion? 

19.  Are  nondeposit  investment  products 
sold  only  St  locations  distinct  from 
where  deposits  are  accepted? 

20.  Are  sales  locations  distinguished  by 
use  of: 

e    Separate  desks? 

e    Distinguishing   panrtions,   railings, 

or  planters? 
•    Signs? 

21.  If  personnel  both  accept  deposrts  and 


••n  nondeposit  investment  products. 
do  operettno  procedures  address  safe- 
guards to  prevent  possible  customer 
confusion? 

22.  Are  the  people  «vho  sell  nondeposrt  irv 
vestmant  products  distinguished  from 
people  who  accept  deposits  by  such 
means  as: 

•  Name  taos  or  badges? 

•  Business  cards? 

23.  Oo  operating  procedures  prohibit 
tellers  from  offering  investment  ad- 
vice, making  aalea  recommendations, 
or  discussing  the  merits  of  eny  nonde- 
posit investment  product  with  cus- 
tomers? 

24.  Does  the  bank  offer  nondeposit  in- 
vestment products  with  product 
names  that  are  nor. 

e   Identical  to  ttte  benk's  name? 

e   Similar  to  a  depoait  product? 
(Example:  XYZ  Money  Market  Fund 
vs.  XYZ  Money  Merket  Account.) 

25.  Does  ttM  benk  evoid  using  the  words 
"insurad,*  "bank,*  or  "national"  in 
product  namea? 

Disclosures  and  Advertising 

26.  Has  bank  management  designsted  an 
officer  to  be  responsible  for  ensuring 
that  bank-prepared  investment  adver- 
tisements and  advertisements  pre- 
pared by  any  other  party  are  accurate 
and  include  all  required  disclosures? 

27.  Is  a  sigr>ed  statement  acknowledging 
disclosures  obtained  from  each  cus- 
tomer at  ttie  time  that  a  retail  non- 
deposit  investment  account  is 
opened? 

28.  For  accoums  established  prior  to  the 
issuance  of  the  Interagency  State- 
ment, are  procedures  in  place  to  en- 
aura  that  auch  a  signed  statement  is 
obtained  prior  to,  or  at  the  time  of, 
the  next  transaction? 
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29.  is  there  a  tracking  systtm  designad  to 
monitor  and  obtain  misting  acknowi- 
edgments? 

30.  Are  aJI  salespeople  provided  wrinen 
disclosure  guidelines  for  oral  presenta- 
tions? 

31.  Do  the  guidelines  for  oral  presema- 
ttoru  clearly  direct  the  speaker  to: 

e   State  the  required  disclosures? 
e   Clarify  the  bank's  role  m  the  sales 
process? 

32.  If  ratings  are  used  In  promoting  cer- 
tain products,  does  bank  policy  indi- 
cate whether  the  benk  will  disclose 

ratings  changes? 

33.  If  so,  does  policy  indicate  how  such 
disclosures  will  occur? 

34.  If  the  bank  is  selling  annuities  which 
can  be  transferred  to  another  obligor, 
IS  this  possibility  disclosed  to  prospec- 
tive customers? 

Suitability 

35.  Has  e  bank  officer  been  assigned 
responsibility  for  implementing  and 
monitoring  the  suitability  system? 

36  Are  systems  in  place  to  ensure  that 
any  salespeople  involved  in  bank- 
reiateO  sales  obtain  sufficient  informa- 
tion from  customers  to  enable  them  to 
make  a  judgment  about  the  surtability 
of  recommendations  for  particular 
customers? 

37.  Do  suitability  inquiries  include  informa- 
tion concerning  the  customer's: 

e    Financial  and  tax  status? 

e    Investment  objectives? 

e  Other  information  such  as  date  of 
birth,  employment,  net  worth  (net 
of  residential  real  estate),  income, 
current  investments,  or  risk  toler- 
ance? 

38.  Are  customer  responses  to  suitability 


irtquiries  documented  on  a  standard 
form  or  any  ottMr  method  that  permits 
ready  review? 

39.  Is  tttare  a  tracking  system  designed  to 
monitor  and  obtain  missing  suitability 
infuiiiiation? 

40.  Are  new  accounts  reviewed  and  for- 
maily  aeeeptad  by  a  manager  before 
the  first  transfer  is  finelized? 

41.  Does  the  new  account  acceptance 
procesa  include  a  review  of  the  suit- 
ability  inquiry   and   customer   re- 
sponses? 

42.  Is  each  ssle  approved  in  writing  by  a 
designated  manager? 

43.  Are  breakpoints  considered  in  both 
the  initial  recommendation  and  in  the 
review  of  the  suitability  of  those  rec- 
ommsrtdations? 

44.  Is  suitability  information  for  active  ac- 
counts updeted  periodically? 

45.  If  the  benk  uses  software  progrems  to 
sssist  sslespersons  in  making  suitabil- 
ity judgments,  does  the  program: 

e  Weight  bank  proprietary  products 
and  bank  deposits  similarly  to  other 
products? 

•   Consider  breakpoints? 

46.  If  a  software  program  is  not  used,  has 
management  identified  which  prod- 
ucts meet  certain  investmem  objec- 
tives, or  has  management  generally 
categorued  products  as  suitable  for 
either  unsophisticated,  sophisticated, 
or  nsk-B verse  customers? 

47.  Does  the  benk  use  suitability  guide- 
lines that  would  limit  certain  transac- 
tions with  first  time  or  risk-averse 
investors,  or  would  require  e  higher 
level  of  approval? 

48.  Is  a  bank  officer  who  is  independent 
of  the  seles  force  essigned  responsi- 
bility  for   reviewing   complaints   and 
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ttwir  resolution? 
Qualifications  and  Training 

49.  Do«s  rha  bank's  staffing  plan  considar 
its  nondaposit  invastmant  salas  pro- 
gram? 

50.  Doas  tha  bank  saak  to  amploy  dadi- 
eatad  invastmant  spaeialists  and  not 
platform  ganaraiists  as  sales  raprasarv 
tatives? 

5 1 .  Does  managemerrt  have  written  quali- 
fication requiramants  for  outside  hires 
of  salespeople  and  aales  program 
managers? 

52.  Is  a  system  in  place  to  documem 
baclcground  inquiries  made  about  new 
bank  sales  employees  who  have  previ- 
ous secunties  industry  experience  to 
check  for  a  possible  disciplinary  histo- 
ry' 

53.  Has  a  bank  officer  been  assigned 
responsibility  for  ensuring  that 
BOeauate  training  is  provided  to  bank 
staff' 

54.  Does  the  bank  have  a  formal  training 
program  for  individuals  who: 

•  Make  customer  referrals  for  non- 
deposit  products? 

a  Are  engaged  in  retail  sales  of  non- 
oeposit  investment  products? 

•  Are  responsible  for  supervising 
people  who  make  referrals  and/or 
who  engage  in  selling? 

55.  Is  this  training  offered  as  part  of: 

•  Initial  training? 

•  Continuing  training? 

56.  Is  there  a  training  manual  showing  the 
objectives  of  each  initial  and  subse- 
quent training  session? 

57.  Hove  lesson  plans  been  developed  for 
in-house  programs? 

58.  Are  tellers  trained: 


•  To  net  aeeapt  orders  or  sell  nonde- 
posit invastmant  products? 

•  To  avoid  offanng  invastmant  ad- 
vice? 

•  To  not  make  recommendations? 

•  To  not  discuss  the  mants  of  any 
saeumiaa  with  ctjstomars? 

59.  Doe*  ttw  bank  provide  training  that 
addresses  suitabiirty  issues? 

60.  Does  suitabihty  training  specifically 
address  customer  protection  issues 
aaaoeiatad  with  the  most  vulr>erable 
claaaea  of  investors  who  may  actually 
prefer  the  *no  investment  risk'  aspect 
of  inaured  bank  deposits? 

61.  is  product  training  provided  to: 

•  Compliance  staff? 

•  Audit  staff? 

62.  Does  the  bank  have  a  formal  plan  to 
meet  future  retail  nondeposit  invest- 
ment product  salas  training  needs? 

Compensation 

63.  Are  compensation  systems  set  up  to 
avoid  paying  the  same  people  incen- 
tive companaation  for  the  sale  of 
nondaposit  investment  products  when 
no  incentives  are  paid  for  rer>ewing 
certificates  of  deposit? 

64.  Do  supervisory  policies  control  incen- 
tive compensation  increases  associ- 
ated with  salas  contests  or  the  intro- 
duction of  new  products? 

65 .  Are  referral  programs  designed  so  that 
employees,  mcluding  tellers,  may 
receive  a  ona-time  nominal  fee  of  a 
fixed  dollar  amount  for  each  customer 
referred,  without  regard  for  whether 
the  sale  is  made? 

66.  Do  policies  prohibit  tellers  from 
participating  in  contests  or  other  pro- 
motional programs  in  which  prues  are 
based  on  successful  sales  to  custom- 
ers referred? 
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67.  Oo  policMS  and  proeadurM  preclude 
incentive  compensation  based  on  the 
profitabilitY  of  individual  trades  by,  or 
accounts  subiect  to  the  review  of, 
bank  employees  who: 

e  Review  and  approve  individuel 
sales? 

e  Accept  rtew  accounts? 

a  Review  established  customer  ac- 
counts? 

68.  Oo  policies  and  procedures  preclude 
payment  of  incentive  compensation  to 
department  auditors  or  compliance 
personnel? 

69.  Does  the  management  structure  pre- 
clude control,  audit  or  compliance 
personnel  from  reporting  to  msnegers 
whose  compensstion  is  besed  on 
profits  from  rwndeposit  investmem 
products  sales? 

70.  Does  the  compensation  program 
reduce  remunerstion  to  sales  program 
managers  whose  accounts  show: 

e  Missing  documents? 

e  Unreponed  customer  complelms? 

e  Reversed  or  'bad'  sales? 

e  Compliance  problems? 

Compliance  Program 

71.  Do  audit  or  compliance  personnel: 

e  Determine  the  scope  and  frequency 
of  their  own  nondeposn  investment 
sales  program  reviews? 

e  Repon  their  findings  directly  to  the 
board  of  directors  or  en  appropriate 
committee  of  the  board? 

e  Have  their  performance  evaluated 
by  persons  independent  of  the 
investment  product  sales  function? 

e  Receive  compensation  that  in  no 
way  IS  connected  to  the  success  of 
investment  product  sales? 

e  Receive  training  in  products  and 
customer  protection  issues? 

e  Keep  abreast  of  emerging  develop- 
ments in  banlcing  end  securrties 
laws  and  regulations  through  ongo- 
ing training? 


72.  Does  the  bank's  wrinen  compliance 
program  call  for  periodic  reviews  to 
datermifte  compliance  with  policies, 
procedures,  applicable  laws  and  regu- 
lations, and  the  Imeregency  State- 
mem?   Oo  those  reviews  cover: 

•  Custtwner  complaints  and  their 
resolution? 

•  Customer  correspondence? 

•  Transactions  with  employees  end 
directors  or  their  business  inter- 
ests? 

•  All  advertising  and  promotional 
materials? 

•  Scripts  or  wrinan  guidelines  for 
oral  preaematioru? 

•  Training  materials? 

•  Regular  and  frequent  reviews  of 
active  customer  eccounts? 

•  Customer  resportses  to  suitability 
inquiries  snd  s  periodic  comperison 
of  tttose  responses  to  the  type  end 
volume  of  account  activity,  wrth 
the  goal  of  determining  whether 

'      ttM  ectivity  in  an  sccount  Is  appro- 
priate? 

73.  Does  the  complience  progrem  call  for 
compliance  personnel  to  perform 
continuing  reviews  of: 

•  Chenges  in  ttie  system  for  report- 
ing! customer  compleints  snd  reso- 
lutions? 

•  Chsnges  in  previously  approved 
standard  correspondence  with 
customers? 

•  New  edvertising  end  promotional 
meteriels  prior  to  use? 

e  Changes  in  existing  training  pro- 
grems  or  new  training  programs? 

•  Chenges  in  incentive  compensation 
systems? 

•  New  producu  under  development? 

74.  Ooes  the  timing,  scope,  end  frequency 
of  complience  reviews  consider  fac- 
tors such  es: 

•  Chenges  or  differences  in  incentive 
compensation  paid  on  different  or 
new  products? 

•  Seles  or  referral  contests? 

e    Penerns  of  sales  for  specific,  espe- 
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75. 


eially  n«w,  produett? 

•  Pittarru  of  Ml«t  to  customers  w^ho 
have  t>*«n  idsntifwd  as  risk-avarss 
•nvastors? 

•  Naw  salaspaopla? 

•  Customer  complaints? 

Does  the  bank  have  a  system  for 
ensuring  that  all  complaints  (wrinen 
and  oral)  receive  benk  management's 
attention? 


76.  Is  that  system  fMriodically  tested  by 
internal  audit  to  determine  whether 
bank  managemem  receives  notice  of 
all  complaims? 

77.  Does  the  bank  use  automated  excep- 
tion reporting  syrtemi  to  flag  poten- 
tial compliance -problems? 

78.  Do  reports  list: 

•  Sales  by  product? 

•  Significant  or  unususl  (for  the  cus- 
tomer) individual  sales? 

•  Sales  of  products  the  bank 
considers  more  volatile  to  custom- 
ers vi/hose  surtabiiity  inquiry  re- 
sponses indicate  an  aversion  to 
risk' 

•  Customer  complaints  by  product, 
salesperson,  and  reason,  so  that 
panems  can  be  discerned? 

•  Unusual  performance  by  salesper- 
sons, e.g.,  high  or  low  volume  or 
single  product  ssles? 

•  Significant  volumes  of  annuity  or 
mutual  fund  redemptions  after 
short  holding  periods? 

79.  Do  repons  provide  adequete  informa- 
tion to  conduct  specific  suitability 
reviews  for  customers  such  as: 

•  Risk-averse  investors? 

•  First-time  investors? 

e  Customers  with  other  narrow  in- 
vestment objectives? 

SO.  Does  the  benk  employ  'testers*  who 
pose  as  prospective  customers  and 
test  the  sales  presentations  for  adher- 
ence to  customer  protection  stand- 
ards? 


81.  Ha*  the  bank  instituted  a  fellow-up 
contact  program  to  verify  whether 
customers  understand  their  invest- 
ment transactions? 

62.  Oo  inquiriea  in  the  follow-up  contact 
piugram  inciude  diaeuasion  of  the 
customer's: 

•  Understanding  of  what  he  or  she 
has  purchased? 

•  Understanding  of  the  investment 
risks  and  the  absence  of  deposrt 
insurance  coverage? 

•  Initial  responses  to  the 
salesperson's  suitability  inquiry? 

e   Understanding  of  fees? 

•  ProMema  or  complaints? 

•  Understanding  of  ttte  bank's  role  in 
the  tranaaction? 

83.  If  the  bank  operates  a  follow-up  con- 
tact program,  are  records  of  custom- 
ers responses  maimained? 

Third  Party  Vendors 

84.  Has  a  bank  officer  been  assigned 
responsibility  for  ensuring  that  the 
bank  adequately  monitors  the  effec- 
tiveness  of  customer  protection  sys- 
tems? 

85.  Has  tfte  bank  developed  a  wrmen 
oversight  program  to  monitor  the 
activities  of  outside  vendors  operating 
bank -related  sales  programs? 


86. 


Does  the  governing  agreemem  with 

tttird  party  vendors  include  provisions 

regarding: 

e   Training  for  bank  employees? 

e  Methods  of  implementing  the  cus- 
tomer protection  standards  con- 
tained in  the  bank's  policy? 

•  Permission  for  the  OCC  and  the 
bank  to  heve  access  to  appropriate 
records  involved  in  bank-related 
aalea? 

•  The  acope  and  frequency  of  re- 
poru  to  be  furnished? 


87.     Do  reports  furnished  by  third  party 


Comprrolimr  'i  Hanaoeot  for  Nsoenal  Bsnt  BMirunmn 
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Retail  Nondeposit  investment  Sales 
Internal  Control  Quartionnaira 


Section  413.4 


88. 


89. 


vendors  inelud*: 

•  A  list  of  all  new  aeeount  opsnings 
and  initial  trades? 

•  A  list  of  significant  or  unusual  (for 
tha  eustomar)  individual  sales? 

e   A  list  of  all  wrinen  and  oral  cua-  00. 

tomar  complaints  and  ttteir  resolu- 
tion? 

e  Sales  reports  by  product,  salesper- 
son, ar^  location? 

e  Internal  compliance  reviews  of  ac- 
counts originated  at  ttie  bank?  91. 

•  Copies  of  reports  furnished  to  the 
third  party  vendor  by  their  regula- 
tor? 

Are  repons  furnished  by  a  third  party 

vendor:  92. 

e    Prepared  by  someone  Independem 

of  The  vendor's  sales  force? 
e   Timely  end  sufficiently  detailed? 

Does  bank  managemem  have  proce- 
dures in  place  to  avoid  reliance  on 


third  party  audit  and  control  systems 
ijf  the  vendor's  control  personnel  re- 
eaiva  transaction-based  incentive 
compensation? 

If  ttw  product  eelection  analysis  is  per- 
formed by  another  party,  such  as  s 
ctearing  broker  or  third  party  vendor, 
does  bsrtk  managemem  understand 
and  agree  with  the  analysis  method? 

If  customer  information  is  provided  to 
the  third  party  vendor,  has  a  legal 
opinion  concerning  the  benk's  author- 
ity to  ahare  customer  information  with 
third  parties  been  obtained? 

Hes  e  benk  officer  been  Bssigr>ed 
resportsibility  for  ensuring  thet 
edequate  training  is  provided  to  bank 
staff,  arvj  for  reviewing  the  hiring  and 
trairung  practices  of  sny  third  party 
vendor? 


ComptrolHr't  Hanaoeok  for  Navenal  Bant  Bm, 
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Retail  Nondeposit  Investment  Sales 
Laws,  Regulations  and  RuOngi 


Section  413.5 


i«WS' 


OCCmdOVtmr 


Customer     disclosure 
requirements 


15USCr7t. 
78a,  and 
80a 


17  CFR  240 
IRule  10b-5) 


Use  of  common  names       1 S  USC  80a 


Investments  in 
trust  accounts 


Recordkeeping  and 
confirmation  require- 
ments for  securities 
transactions 

Antifraud  restrictions 


Uniform  guidelines 


29  USC 
1001 
(ERISA) 


15  USC  77a 
and  78a 


12 


17  CFR  240 
(Rule  10b-5) 


Customer 

protection 

15  USC  77a. 

17  CFR  240 

rules 

78a.  and 
80a 

(Rule  10b-5) 

Interagency 
Statemem  on 
Retail  Sales  of 
Nondeposit 
Products 
(February  15, 
1994) 

Interagency 
Statemem 

Interagency 
Statement 


Interagency 
Statement 


AL  93-11  and 
Interagency 
Statement 

NASD  Rules  of 
Fair  Practice 
and  Interagen- 
cy Statement 


Cemptrollar't  Handbook  for  Nsoenal  Bank  Emi 
Twnporary  Inson  —  f^trvoiy  1iS4 
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RETAIL  SALES  OF  NONDEPOSIT  INVESTMENT  PRODUCTS 
QUESTIONS  AND  ANSWERS 

SCOPE 

Q.l.  Does  the  statement  apply  to  the  sale  of  reptirchase  agreements? 

The  guidelines  apply  to  the  retail  sale  of  all  nondeposit 
investments,  including  repurchase  agreements,  to  bank 
customers.  Nothing  in  the  guidelines  would  apply  to  nonretail 
sales  such  as  institutional  sales. 

Q.2.  If   a   bank   offers  discount   brokerage   services,   do  the 
guidelines  apply? 

The  guidelines  apply  to  the  bank's  discount  brokerage 
services;  however,  certain  provisions  such  as  suitability 
determinations  may  not  apply  if  the  bank  gives  no  investment 
advice. 

Q.3.  Do  the  guidelines  apply  to  the  bank  sale  of  life  insurance 
products? 

The  guidelines  apply  only  to  the  extent  a  particular  life 
insurance  product  has  an  investment  component.  For  example, 
term  life  insurance  has  no  investment  component  so  it  would 
not  be  covered  by  the  guidance.  However,  in  recent  years  some 
life  insurance  products  have  been  marketed  as  investments.  To 
the  extent  that  life  insurance  policies  sold  by  the  bank  have 
an  investment  component,  the  guidelines  apply.  Some  aspects, 
such  as  the  disclosures,  may  need  to  be  reviewed  to  reflect 
differences  in  the  products. 

Q.4.  Do  the  guidelines  apply  to  the  sale  of  savings  bank  life 
insurance? 

The  FDIC  regulations  sections  362.3(b)(3)  and  362.4(c)(1) 
relate  to  the  sale  of  savings  bank  life  insurance.  The 
disclosure  requirements  of  the  guidance  do  not  apply  to  the 
sale  of  savings  bank  life  insurance  products;  however,  other 
parts  of  the  guidelines  may  be  applied  when  appropriate. 

Q.5.  If  the  bank  offers  real  estate  brokerage  services,  do  the 
guidelines  apply? 

Although  real  estate  sales  may  be  considered  to  be  a 
nondeposit  investment,  it  is  doubtful  that  customers  would  be 
confused  about  FDIC  insurance  coverage  of  a  real  estate 
investment.  Therefore,  the  guidelines  do  not  apply  to  bank 
real  estate  brokerage  activity. 

Q.6.  If  the  b2mk  is  a  registered  municipal  Becxirities  dealer  or  a 
or  U.S.  Government  securities  dealer,  do  the  guidelines  apply? 

Municipal  securities  dealers  and  U.S.  Government  seciirities 
dealers  are  separately  registered  and  subject  to  a  separate 
supervisory  scheme.  These  activities  are  not  covered  by  the 
guidelines. 

Q.7.  If  the  bank  is  directing  retail  sales  of  nondeposit  investment 
obligations  through  its  trust  department,  do  the  guidelines 
apply? 

A  review  of  these  activities  will  have  to  be  made  on  a  case- 
by-case  basis.  The  exception  that  the  guidelines  do  not  apply 
to  bank  fiduciary  activities  was  designed  to  cover  traditional 
trust  activities.  However,  many  banks  are  directing  their 
retail  sales  of  nondeposit  products  through  the  trust 
department.  Therefore,  the  guidelines  would  apply  to 
individual  accounts  administered  In  an  agency  capacity  by  the 
bank  which  were  set  up  solely  to  facilitate  the  purchase  of 
nondeposit  investment  products. 


201 


DISCLOSURES  AND  ADVERTISING 

Q.8.  Must  the  disclosures  a  bank  gives  its  customers  be  worded  in 
an  exactly  stated  manner? 

The  disclosures  contained  in  the  guidelines  are  the  minimum 
information  to  be  given.  Disclosures  that  contain  other 
information  are  acceptable,  as  long  as  that  information  does 
not  distract  from  the  core  disclosures.  Wording  of  the 
disclosures  may  vary  in  order  to  more  accvirately  reflect  a 
particular  product,  so  long  as  the  basic  intent  of  the 
disclosures  is  not  changed. 

Q.9.  The  guidelines  indicate  that  written  disclosures  should  be 
conspicuous  and  presented  in  a  clear  and  concise  manner.  How 
do  we  define  clear,  concise  and  conspicuous? 

The  Division  of  Supervision  expects  that  examiners  will  use 
their  best  judgment  in  making  a  determination  if  disclosures 
meet  these  tests;  however,  there  are  certain  standards  which 
should  be  met.  Clear,  concise  and  conspicuous  in  connection 
with  written  disclosures  should  be  interpreted  to  mean  that 
the  disclosures  are  different  in  some  fashion  from  other 
surrounding  text,  are  readable  and  are  presented  in  a  manner 
that  is  easily  understood.  Bold  print,  different  color  print, 
larger  print,  highlighting,  or  other  reasonable  methods  of 
distinguishing  the  disclosures  are  methods  of  making  the 
disclosures  conspicuous.  Disclosures  on  a  back  page,  in  the 
middle  of  a  brochure  or  in  a  footnote  will  generally  not  be 
considered  to  be  conspicuous. 

Oral  disclosures  should  be  made  in  a  manner  such  that  the 
customer  cem  understand  what  is  being  said.  If  a  bank  has  a 
significant  customer  base  for  whom  English  is  not  the  primary 
language,  the  bank  should  consider  making  disclosures  in  the 
customers'  primary  language. 

Q. 10. Must  the  disclosures  be  made  on  all  types  of  advertising? 

It  is  not  practical  to  make  all  or,  in  some  cases,  any  of  the 
disclosures  on  certain  types  of  advertising.  Sections 
328.3(c) (2) (3) (4) (5) (8) (9)4(10)  of  the  FDIC's  regulations 
provide  exemptions  to  the  official  deposit  insurance 
advertising  statement  which  are  also  examples  of  when  it  would 
be  reasonable  to  make  exemptions  to  the  recommended 
disclosures  contained  in  the  guidelines. 

Q. 11. What  is  a  sales  presentation  for  purposes  of  understanding 
when  oral  disclosures  must  be  made? 

The  bank  has  made  a  sales  presentation  when  specific  products 
are  being  discussed.  Therefore,  general  sales  pitches  such  as 
"visit  our  investment  center"  would  not  require  that  oral 
disclosures  be  made. 


SETTING  AND  CIRCUMSTANCES 

Q. 12. The  guidelines  indicate  that  sales  or  recommendations  of 
nondeposit  investment  products  should  be  conducted  in  a 
physical  location  distinct  from  the  area  where  retail  deposits 
are  taken.   What  is  meant  by  "distinct"? 

The  nondeposit  investment  product  sales  area  can  be  made 
distinct  in  many  different  ways.  The  most  obvious  and  probably 
the  best  way  is  to  physically  separate  the  area  with  walls  and 
doors.  However,  in  some  circumstances  this  is  not  practical. 
In  these  cases,  the  bank  can  achieve  physical  distinction  by 
using  such  things  as  dividers,  signs,  furniture,  etc.  to  set 
apart  the  investment  area  from  the  deposit  taking  area  and 
clearly  identify  the  investment  area  as  such.  Because 
achieving  physical  distinction  can  be  handled  in  a  number  of 
ways,  it  is  expected  that  in  most  cases  banks  will  be  able  to 
comply  with  the  guidelines. 

QUALIFICATIONS  AND  TRAINING 

Q.13.If  a  person  involved  in  the  bank's  sales  program  of  nondeposit 
investment  products  has  been  subject  to  disciplinary  actions 
by  securities  or  other  regulators,  may  that  person  continue  to 
work  in  the  bank? 
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Section  19  of  the  Federal  Deposit  Insurance  Act  does  not  apply 
to  that  person's  employment;  however,  it  is  the  FDIC's 
responsibility  to  investigate  the  circumstances  of  the 
disciplinary  action.  If  the  action  would  prevent  the  person 
from  continuing  as  a  registered  or  licensed  agent,  the 
person's  employment  in  the  bank,  especially  in  the  sale  of 
nondeposit  investment  products,  would  be  stibject  to  criticism. 

Q. 14. Are  bank  employees  eligible  to  be  registered  securities 
broker/dealers? 

The  NASD  does  not  currently  offer  securities  broker/dealer 
training  or  licensing  to  persons  who  are  not  employees  of  a 
registered  broker/dealer.  If  the  bank  contracts  with  a  third 
party  vendor  which  is  a  registered  broker/dealer  bank 
employees  may  become  "dual  employees"  and  be  employees  of  the 
broker/dealer  for  the  purpose  of  securities  sales.  In  such 
cases,  they  can  receive  NASD  training  and  licensing.  Similar 
training  may  be  available  elsewhere  and  may  be  offered  in  the 
future  through  bank  trade  associations.  Acting  Chairman  Hove 
recently  testified  before  a  subcommittee  of  the  House  Banking 
Committee  that  the  FDIC  believes  all  persons  selling  mutual 
funds  should  be  subject  to  the  same  training  and  examinations 
requirements,  whether  they  work  for  a  bank  or  not.  He  added 
that  the  FDIC  will  be  exploring  with  the  SEC,  NASD,  and  other 
banking  regulators  how  that  can  be  accomplished. 


SUITABILITY  AND  SALES  PRACTICES 

Q. 15. What  documentation  must  the  bank  maintain  if  a  customer 
refuses  to  give  the  investment  advisor  information  necessary 
to  make  a  suitability  determination? 

The  customer's  file  should  contain  a  signed  statement  from  the 
customer  that  certain  information  requested  has  not  been  given 
to  the  bank.  The  bank  should  make  recommendations  consistent 
with  the  information  given  and  the  type  of  investments  the 
customer  has  requested.  Suitability  determinations  do  not 
come  into  play  when  a  customer  specifically  requests  a 
particular  investment  product  and  no  recommendations  are  made. 

Q. 16. Should  the  sales  person  be  required  to  describe  a  product  to 
a  customer,  even  though  the  customer  has  requested  the 
product,  to  make  sure  the  customer  is  aware  of  what  he/she  is 
buying? 

Suitability  determinations  are  necessary  only  when  the  bank  is 
offering  investment  advice.  If  the  customer  specifically 
requests  a  particular  investment  product,  the  bank  may  sell 
that  product  without  elaboration  based  on  that  customer's 
request.  However,  it  is  always  a  prudent  sales  procedure  for 
a  sales  person  to  make  sure  the  customer  knows  what  kind  of 
product  he  or  she  is  buying. 

COMPENSATION 

Q. 17. Products  such  as  securities  and  insurance  are  commonly 
marketed  with  the  sales  person  receiving  a  commission  for  the 
sale  of  the  product.  Persons  involved  in  taking  bank  deposits 
commonly  do  not  receive  sales  commission  compensation.  Is 
there  an  inherent  conflict  of  interest  in  a  bank  marketing 
both  types  of  products? 

Persons  who  are  involved  with  selling  products  with  sales 
commissions  are  not  likely  to  have  the  same  enthusiasm  for 
selling  a  product  which  has  no  sales  commission.  The  FDIC 
believes  that  if  a  bank  allows  its  employees  to  receive 
commissions  for  selling  an  investment  product,  it  should 
consider  commissions  for  the  sale  of  a  bank  product. 
Otherwise,  commissions  should  flow  to  bank  income  and  be 
distributed  through  salaries  or  other  compensation  that  is  not 
directly  connected  with  the  sale  of  nondeposit  investment 
products. 
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